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Bank Holding Company Supervision Manual
Supplement 27—December 200

This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2004
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.13 The new section “Establishing Accounts for Foreign Gover

ments, Embassies, and Political Figures” conveys the June
2004, interagency advisory “Guidance on Accepting Account
from Foreign Governments, Foreign Embassies, and Forei
Political Figures.” The advisory was issued by the federal bankir
and thrift agencies (the agencies) and the U.S. Department of |
Treasury's Financial Crimes Enforcement Network (FinCEN)
The advisory responds to inquiries the agencies and FinCE
received on whether financial institutions should do business a
establish account relationships with those foreign customers cit
in the advisory. Banking organizations are advised that the de
sion to accept or reject such foreign-account relationships is the
alone to make.

Financial institutions, including a bank holding company’s ban
and thrift subsidiaries, should be aware that there are varyil
degrees of risk associated with these accounts, depending on
customer and the nature of the services provided. Institutio
should take appropriate steps to manage these risks, consis
with sound practices and applicable anti-money-laundering lax
and regulations. The advisory is primarily directed to financie
institutions located in the United States. The boards of directors
bank holding companies, however, should consider whether t
advisory should be applied to their other U.S. subsidiaries’ final
cial and other services. (See SR-04-10.)

2128.03 2128.03 The section “Credit-Supported and Asset-Backed Commer
Paper” has been revised to incorporate the Board's July 17, 20(
approval (effective September 30, 2004) of a revision to th
risk-based capital requirements for state member banks and b:
holding companies (collectively banking organizations) that spo
sor asset-backed commercial paper (ABCP) programs. For mq
details, see the summary for section 4060.3. The inspection objt
tives and inspection procedures were also revised to incorpor
the revised rule for ABCP programs.

3140.0 3140.0 The section “Leasing Personal or Real Property” has been revi
to incorporate a Board staff legal opinion that was requested by
foreign banking organization (FBO) that is treated as a bar
holding company (BHC). The FBO, as a BHC, engages in leasil
activities that the Board has authorized in Regulation Y, sectic
225.28(b)(3) (12 C.F.R. 225.28(b)(3)). The FBO asked if a BH!

BHC Supervision Manual December 2004
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Description of the Change

New Previous
Section Section
Number Number
3500.0 3500.0
4060.3 4060.3

may provide, as an incidental nonbank activity, fleet-management
services to some nonleased vehiclesin accordance with its Regula
tion Y—authorized leasing activities. In a December 19, 2003,
opinion, Board staff stated that the provision of fleet-management
services to some nonleased vehiclesis an activity incidental to the
BHC's authorized leasing activities, provided the BHC's leasing
subsidiary limits its fleet-management services involving vehicles
not subject to a Regulation Y permissible lease to no more than
15 percent of the fleet-management revenues, and to 5 percent of
the total leasing revenues of the leasing subsidiary. (See the
December 19, 2003, Board staff opinion and Regulation Y, 12
C.FR. 225.28(b)(3), footnote 5.)

Section 106 of the Bank Holding Company Act Amendments of
1970 generally prohibits a bank from conditioning the availability
or price of one product or service (the “tying product,” or the
“desired product”) on a requirement that a customer obtain
another product or service (the “ tied product” ) from the bank or
an dffiliate of the bank. Section 106 also prohibits a bank from
conditioning the availability or price of one product on a reguire-
ment that a customer (1) provide another product to the bank or an
affiliate of the bank or (2) not obtain another product from a
competitor of the bank or from a competitor of an affiliate of the
bank. Section 106 contains several exceptionsto its general prohi-
bitions, and it authorizes the Board to grant, by regulation or order,
additional exceptions from the prohibitions when the Board deter-
mines an exception “ will not be contrary to the purposes” of the
Statute.

The section “ Tie-In Considerations of the BHC Act” has been
revised to include a Board interpretation and a Board staff interpre-
tation of section 106 on tying arrangements, which were issued on
August 18, 2003, and February 2, 2004. These two interpretations
state that bank customers that receive securities-based credit can
be required to hold their pledged securities as collateral at an
account of a bank holding company’s or bank’s broker-dealer
affiliate.

The section “ Examiners' Guidelines for Assessing the Capital
Adequacy of BHCs” has been updated to include the revisions to
the Board' s risk-based capital requirements for asset-backed com-
mercial paper (ABCP) programs sponsored by state member banks
and bank holding companies (collectively, banking organizations).
The Board approved the rule changes on July 17, 2004 (effective
September 30, 2004). See appendix A of Regulation Y (12 C.F.R.
225, appendix A).

In January 2003, the Financial Accounting Standards Board
(FASB) issued FASB Interpretation No. 46, “ Consolidation of
Variable Interest Entities” (FIN 46). FIN 46 required, for the first
time, the consolidation of variable interest entities (VIES) onto the
balance sheets of companies deemed to be the primary beneficia-
ries of those entities. In December 2003, FASB revised FIN 46 as

BHC Supervision Manual
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New
Section
Number

Previous

Section
Number

Description of the Change

5010.10

5010.10

FIN 46-R. (The interpretation (FIN 46 or FIN 46-R) was effective
for reporting periods that ended as early as December 15, 2003.
However, there are various effective dates, which are determined
on the basis of the nature, size, and type of business entity). FIN
46-R requires the consolidation of many ABCP programs onto the
balance sheets of banking organizations.

Under the Board's revised risk-based capital rule, a banking
organization that qualifies as a primary beneficiary and must
consolidate an ABCP program that is defined as a variable interest
entity under generally accepted accounting principles (FIN 46-R)
may exclude the consolidated ABCP program’s assets from its
risk-weighted assets, provided that it is the sponsor of the ABCP
program. Such banking organizations must also hold risk-based
capital against eligible ABCP liquidity facilities that have an
original maturity of one year or less that provide liquidity support
to its ABCP by applying a new 10 percent credit-conversion factor
to such facilities. Eligible ABCP liquidity facilities with an origi-
nal maturity exceeding one year remain subject to the rule's
current 50 percent credit-conversion factor. Ineligible liquidity
facilities are treated as direct-credit substitutes or recourse obliga-
tions, which are subject to a 100 percent credit-conversion factor.
When calculating the banking organization’s tier 1 and total capi-
tal, any associated minority interests must also be excluded from
tier 1 capital. The inspection procedures were also revised to
incorporate the revised risk-based capital requirements for bank
holding companies.

This section discusses the inspection reporting of consolidated
classified and special-mention assets and other transfer-risk prob-
lems. It has been revised to include the revised Uniform Agree-
ment on the Classification of Assets and Appraisal of Securities
Held by Banks and Thrifts (the uniform agreement) that was
jointly issued by the federal banking and thrift agencies (the
agencies) on June 15, 2004. The revised uniform agreement
amends the 1938 classification of securities agreement (the 1938
accord), which was revised on July 15, 1949, and May 7, 1979.
The uniform agreement sets forth the definitions of the classifica-
tion categories and the specific examination procedures and infor-
mation for classifying bank assets, including securities. The June
2004 revision did not change the classification of loans in the
uniform agreement. The revised uniform agreement addresses,
among other items, the treatment of rating differences, multiple
security ratings, and split or partially rated securities. It also
eliminates the automatic classification for sub-investment-grade
debt securities. (See SR-04-9.) The uniform agreement’s classifi-
cation categories also apply to the classification of assets held by
the subsidiaries of banks and bank holding companies.

BHC Supervision Manual December 2004
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Supplement 26—June 200¢

This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the December
regulatory provisions, and new and revised®003 supplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

Description of the Change

New Previous
Section Section
Number Number
2065.4 2065.4
2090.1 2090.1
2110.0 2110.0

This section on ALLL methodologies and documentation has b
revised to include a reference to the March 1, 2004, interagen
Update on Accounting for Loan and Lease Losses. The inte
agency update discusses recent developments in accounting, |
rent sources of generally accepted accounting principles, a
supervisory guidance that applies to the ALLL. Other SR-lette
associated with the supervisory guidance for the allowance ¢
referenced in the interagency update. (See SR-04-5.)

The Control and Ownership (Change in Control) section has b
revised to emphasize the importance of understanding the requ
ments for filing a notice under the Change in Bank Control Ac
The complexity of an ownership position sometimes does not lel
itself to easy interpretation of the requirements to file a notic
When it is unclear whether a notice is required, the potential fil
(or filers) or the affected state member bank or BHC is encourag
to contact staff at a Federal Reserve Bank or the Board f
guidance. Prior notice is required by any person (acting directly
indirectly) that seeks to acquire control of a state member bank
BHC. A person may include an individual, a group of individuals
acting in concert, or certain entities (for example, corporation
partnerships, or trusts) that own shares of banking organizatic
but that do not qualify as BHCs. A person acquicestrol of a
banking organization whenever the person acquires ownersh
control, or the power to vote 25 percent or more of any class
voting securities of the institution. See section 225.41 of Regul
tion Y (12 C.F.R. 225.41), which sets forth the specific types ¢
transactions that require prior notice under the Change in Ba
Control Act. Section 225.41 outlines certain otheuttable pre-
sumptions of control that may require the filing of a notice
including (under certain circumstances) a proposed acquisiti
that would result in a person owning or controlling the power t
vote 10 percent or more of any class of voting securities. (St
SR-03-19.)

This section on formal corrective actions has been revisec
briefly discuss the joint rules adopted by the Board and the ott
federal bank and thrift regulatory agencies (effective October
2003) for the removal, suspension, and debarment of accounta
from performing audit services. (See the Board’'s August 8, 200

BHC Supervision Manual June 2004
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Description of the Change

New Previous
Section Section
Number Number
2124.01 2124.01
2178.0

pressrelease.) Section 36 of the Federal Deposit Insurance Act, as
implemented by 12 C.FR. 363, requires each federally insured
depository ingtitution with total assets of $500 million or more to
obtain an annual audit of its financial statements prepared by an
independent public accountant, as well as an attestation on man-
agement’ s assertions concerning internal controls. The joint rules
established the practices and procedures under which each agency
can, for good cause, remove, suspend, or bar an accountant or
accounting firm from performing audit and attestation services for
federally insured depository institutions that have total assets of
$500 million or more.

The Board' s Division of Banking Supervision and Regulation and
its Division of Consumer and Community Affairs have devel oped
an enhanced framework for the supervision of consumer compli-
ance risk. The section on the risk-focused supervisory framework
for large, complex banking organizations (LCBOs) has been
revised to incorporate this guidance. For LCBOs and large bank-
ing organizations (LBOs) that are subject to the Federal Reserve
System’s continuous supervision program, safety-and-soundness
examiners are to incorporate the consumer compliance risk assess-
ment into the overall risk assessment and planned supervisory
activities for LCBOs and LBOs. When performing the consumer
compliance risk assessment, consumer compliance examiners are
to rely on the work conducted by the dedicated supervisory team,
the primary bank regulator, or both. In addition, the consumer
compliance examiner is to discuss any identified areas of signifi-
cant consumer compliance risk with the Federal Reserve's central
point of contact (CPC) assigned to the organization. In coordina-
tion with the CPC and the supervisory team, the consumer compli-
ance examiner is to evaluate how consumer compliance risk
affects the reputational, legal, and operational risk profiles of the
LCBO or LBO. For other BHCs that have multiple federaly
insured depository institution subsidiaries or nonbank subsidiaries,
surveillance and other information will be used as the basis for
assessing consumer compliance risk. Consumer compliance risk
will not be assessed in shell holding companies. (See SR-03-22.)

This new section discusses the January 5, 2004, Interagency
Policy on Banks/Thrifts Providing Financial Support to Funds
Advised by the Banking Organization or Its Affiliates. The policy
aerts banking organizations, including their boards of directors
and senior management, to the safety-and-soundness implications
of and the legal impediments to a bank providing financial support
to investment funds advised by the bank, its subsidiaries, or
affiliates (that is, an affiliated investment fund).

The interagency policy emphasizes three core principles. A
bank should not (1) inappropriately place its resources and repute
tion at risk for the benefit of an affiliated investment fund's
investors and creditors; (2) violate the limits and requirements in

BHC Supervision Manual
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New
Section
Number

Previous

Section

Number

Description of the Change

2231.0

3160.0,
3160.2

2231.0

3160.0,
3160.2

Federal Reserve Act sections 23A and 23B and in Regulation W,
other applicable legal requirements, or any special supervisory
condition imposed by the agencies; or (3) create an expectation
that the bank will support the advised fund (or funds).

In addition, bank-affiliated investment advisers are encouraged
to establish alternative sources of financial support to avoid seek-
ing support from affiliated banks. A bank’s investment advisory
services can pose material risks to the bank’s liquidity, earnings,
capital, and reputation and can harm investors, if the risks are not
effectively controlled. Bank management is expected to notify and
consult with its appropriate federal banking agency before (or
immediately after, in the event of an emergency) providing mate-
rial financial support to an affiliated investment fund. (See SR-04-
1)) Inspection objectives and inspection procedures have been
developed to address the supervisory concerns set forth in the
policy. The objectives and procedures focus on a BHC' s oversight
responsihilities for its bank and nonbank subsidiaries that advise
investment funds.

The Real Estate Appraisas and Evaluations section has been
updated to add the October 27, 2003, interagency statement on
Independent Appraisal and Evaluation Functions as appendix B. A
banking institution’s board of directors is responsible for review-
ing and adopting policies and procedures that establish and main-
tain an effective, independent real estate appraisal and evaluation
program (the program) for al of its lending functions. Concerns
about the independence of appraisals and evaluations arise from
the risk that improperly prepared appraisals may undermine the
integrity of credit-underwriting processes.

An institution’s lending functions should not have undue influ-
ence that might compromise the program’s independence. Institu-
tions may not use an appraisal prepared by an individual who was
selected or engaged by a borrower. Likewise, institutions may not
use readdressed appraisals—appraisal reports that are altered by
the appraiser to replace any references to the origina client with
the ingtitution’s name. Altering an appraisal report in a manner
that conceals the original client or intended users of the appraisal
is misleading and violates the agencies appraisa regulations and
the Uniform Standards of Professional Appraisal Practice (USPAP).
(See SR-03-18)

Revisions to these nonbanking sections concern subsidiaries with
EDP servicing company activities and electronic benefit transfer,
stored-value-card, and electronic data interchange service activi-
ties. The changes incorporate the current revenue limit of 49 per-
cent (previously 30 percent) that the Board approved on
November 26, 2003 (effective January 8, 2004). An EDP servicing
company may provide services to others (outside third parties) if

BHC Supervision Manual June 2004
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New Previous
Section Section
Number Number Description of the Change

the total annual revenues derived from activities involving data
processing, data storage, and data transmission services (that are
not financial, banking, or economic related) do not exceed the
revised limit. BHCs may request permission to administer the
49 percent revenue test on a business-line or multiple-entity basis.
Seesection 225.28(b)(14) of Regulation Y (12C.F.R. 225.28(b)(14)).

FILING INSTRUCTIONS

Remove Insert
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2003
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2060.5

2110.0

3120.0

2060.05

2110.0

3120.0

This section has been revised to incorporate the May 5, 2(
Statement on Application of Recent Corporate Governance Initi
tives to Nonpublic Banking Organizations issued by the Feder
Reserve, the Office of the Comptroller of the Currency, and tt
Office of Thrift Supervision. The statement announced that tt
agencies do not expect to take actions to apply corporat
governance and other requirements of the Sarbanes-Oxley Act
nonpublic banking organizations that are not otherwise subject
them. The agencies, however, encouraged nonpublic banking or
nizations to periodically review their policies and procedure
relating to corporate governance, auditing, and other requireme
of the Sarbanes-Oxley Act. Although the act does not requi
small, nonpublic banking organizations to strictly adhere to it
provisions, the agencies expect these banking organizations
ensure that their policies and procedures are consistent with ap|
cable law, regulations, and supervisory guidance and that th
remain appropriate for the organizations’ size, operations, a
resources. (See SR-03-08.)

This revised section on formal corrective actions discusses
existing restrictions on, and requirements for, severance payme
made to institution-affiliated parties (so-called golden parachu
payments). The restrictions originated from the Crime Control A
of 1990, which added section 18(k) to the Federal Deposit Inst
ance Act (12 U.S.C. 1828(k)). The FDIC's regulations on golde
parachute payments (or any agreement to make any payme
found in 12 C.F.R. 359, are discussed in this section. The 30-d
prior-notice requirement for appointing any new directors or seni
executive officers of state member banks and bank holding comj
nies is also discussed. (See section 32 of the FDI Act (12 U.S.
1831i) and subpart H of Regulation Y (12 C.F.R. 225.71).) Thi
notice requirement also applies to any change in the responsib
ties of any current senior executive officer that proposes to assu
a different position. (See SR-03-06.)

The trust services section is revised to discuss the overs
responsibilities of the board of directors and senior manageme
for operating the fiduciary activities of their financial holding
company (FHC) or bank holding company (BHC) in a safe an
sound manner. This oversight at the consolidated level is impc

BHC Supervision Manual December 2003
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Description of the Change

New Previous
Section Section
Number Number
3000.0.2 3000.0.2
3260.0 3260.0
3600.30 3600.30
3920.0

3950.0

tant because the risks associated with financial activities as well as
fiduciary activities can cut across legal entities and business lines.
Relying on the examination findings of the appropriate trust activi-
ties regulator, the examiner is to review and assess the internal
policies, reports, and procedures and the effectiveness of the
BHC's or FHC's consolidated risk-management process for trust
activities. The revision includes a discussion of the available
reported supervisory information and analytical support tools that
an examiner can use to evaluate the trust services of the holding
company and its subsidiaries. (See SR-00-13.)

Appendix 1 of subsection 3000.0.2 (the detailed list of Board-
approved nonbanking activities in section 225.28(b) of Regulation
Y) and section 3260.0 have been revised to include the Board's
June 27, 2003, approval of a Regulation Y amendment (effective
August 4, 2003) to permit BHCs to (1) take and make delivery of
title to commodities underlying commaodity derivative contracts on
an instantaneous, pass-through basis and (2) enter into certain
commodity derivative contracts that do not reguire cash settlement
or specifically provide for assignment, termination, or offset before
delivery.

The nonbanking activities section on rea estate title abstracting
has been revised to include an October 7, 2002, staff opinion on
BHC-conducted title abstracting activities for U.S.-registered air-
craft. The title abstracting services are limited to (1) performing a
title search of aircraft records and (2) reporting factual information
on the ownership history of the relevant aircraft and the existence
of liens and encumbrances affecting title to the aircraft. Staff
opined that the described title abstracting activities for U.S.-
registered aircraft would be within the scope of title abstracting
activities for real estate previously determined to be permissible
under section 4(c)(8) of the BHC Act on June 30, 1995. (See 1995
FRB 806.)

This new section discusses the Board' s October 2, 2003, approval
of an FHC' s notice under section 4(k) of the BHC Act to engagein
physical commodity trading activities on a limited basis as an
activity that is complementary to the financial activity of engaging
regularly as principal in commodity derivative activities. (The
effective date of the Board's order is also October 2, 2003.)

This new section provides inspection guidance on insurance sales
activities and consumer protection in sales of insurance as the
guidance pertains to FHCs, BHCs, or state member banks. Exam-
iner guidance is provided on (1) conducting risk assessments of
BHC or state member bank insurance and annuity sales activities
in accordance with the Federal Reserve's risk-focused supervisory
approach and (2) examining a state member bank’s compliance
with the new Consumer Protection in Sales of Insurance (CPSI)
regulation contained in subpart H of the Board's Regulation H (12
C.FR. 208.81-86). The CPSlI regulation (effective October 1,

BHC Supervision Manual
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Description of the Change

New Previous
Section Section
Number Number
4020.4 4020.4

FILING INSTRUCTIONS

2001) applies only to insured depository institutions. It imple-
ments section 305 of the Gramm-Leach-Bliley Act (the GLB Act)
(12 U.S.C. 1831x). The guidance provides a comprehensive review
of these insurance and annuity sales activities as they pertain to a
BHC or bank and discusses the Federal Reserve's responsibility
for enforcing a depository institution’s compliance with the CPS|
regulation. Consistent with the GLB Act, the guidance incorpo-
rates applicable restrictions on examining a functionally regulated
subsidiary. The CPS| regulation’s supervisory guidance is pro-
vided for the BHC examiner’s, the board of directors’, and senior
management’s information. The information is made available in
this manual to BHC directors and management so they can fulfill
their respective responsibilities in overseeing the operations of the
BHC and its insured depository institution subsidiaries.

The CPSI regulation requires certain disclosures in connection
with the retail sale or solicitation of insurance products and
annuities by a bank, any other person at bank offices where retail
deposits are accepted from the public, or any person “ acting on
behalf of the bank.” Appendix A summarizes the banking agen-
cies' joint statement in which they responded to arequest to clarify
whether the disclosure requirements apply to renewals of pre-
existing insurance policies sold before October 1, 2001. Appendix
B is a glossary of terms associated with insurance and annuity
sales activities. Inspection objectives, inspection procedures, and
an interna control questionnaire are also provided.

This revised section on bank liquidity incorporates the July 25,
2003, Interagency Advisory on the Use of the Federal Reserve's
Primary Credit Program in Effective Liquidity Management. The
interagency advisory provides guidance on the appropriate use of
primary credit in effective liquidity management. The board of
directors and senior management of BHCs and state member
banks are advised to consider the Federal Reserve's primary credit
program as part of their contingency funding plans and to provide
for adequate diversified potential sources of fundsto satisfy liquid-
ity needs, which includes planning for certain significant liquidity
events. (See SR-03-15.)
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the December
regulatory provisions, and new and revised®002 supplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

Description of the Change

New Previous
Section Section
Number Number
2050.0 2050.0
2060.05 2060.05

This section on extensions of credit to BHC officials was revis
to incorporate certain insider lending restrictions on public comp
nies imposed by the Sarbanes-Oxley Act of 2002. The Sarban
Oxley Act prohibits a publicly owned BHC (public BHC) and its
subsidiaries from extending credit, or arranging for another enti
to extend credit, in the form of a personal loan to any director ¢
executive officer of the public BHC. The available exemptions t
these insider limitations are (1) loans from a federally insure
depository institution subsidiary of a public BHC (these loans al
subject to the provisions of Regulation O) and (2) home improve
ment loans, manufactured home loans, consumer loans, and lo
made under open-end credit plans or charge cards from a put
BHC or its subsidiaries, subject to certain specific conditions.

The section incorporates the March 17, 2003, Interagency P«
Statement on the Internal Audit Function and Its Outsourcin
issued by the federal banking and thrift regulatory agencies. T
2003 policy statement supersedes a 1997 statement on the sub
The new policy statement incorporates recent developments
internal auditing and addresses supervisory concerns, polici
practices, and procedures pertaining to the internal audit functi
and its outsourcing. Supervisory guidance is also provided on t
independence of accountants who provide institutions with bo
internal and external audit services.

Provisions of the 2002 Sarbanes-Oxley Act and associat
Securities and Exchange Commission (SEC) rules are also addres
as discussed in the 2003 policy statement. Banking institutio
that are subject to section 36 of the Federal Deposit Insuran
Act—essentially those with $500 million or more in assets—shoul
comply with the Sarbanes-Oxley Act prohibition on internal audi
outsourcing to their external auditor. In addition to FDIC-insure:
depository institutions, the policy statement applies to U.S. fina
cial holding companies (FHCs), bank holding companies (BHCs
and the U.S. operations of foreign banking organizations. Wh
discussing the prohibitions on nonaudit services, the Sarban
Oxley Act describes three broad principles that define potenti
conflicts of interest for an external auditor. An external auditc
should not (1) audit his or her own work, (2) perform manageme
functions, or (3) act in an advocacy role for the client. Institution
should use these principles as a framework for analyzing existil
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2065.3

2128.02

3000.0

3000.0.2

3070.0.8

2065.3

2128.02

3000.0

3000.0.2

3070.0.8

or proposed nonaudit services in order to avoid potential conflicts
of interest for the external auditor.

The inspection objectives and inspection procedures are updated
to reflect the revised policy statement. (See SR-03-5 and SR-02-
20.)

The section on the maintenance of an adequate allowance for loan
and lease losses (ALLL) was revised to include a description of
the definition and computation of the allocated transfer-risk reserve
(ATTR), including its provisions and detailed components, as
stated in the Board's January 6, 2003, revision to subpart D of
Regulation K, sections 211.41-43 (effective February 10, 2003).
The ATRR is a specia reserve established and maintained for
specified international assets pursuant to the International Lending
Supervision Act of 1983.

The asset-securitization section was revised to provide additional
risk management—oriented i nspection proceduresthat further prompt
the examiner's review of a banking organization's compliance
with the current section’s asset-securitization guidance and the
November 2001 risk-based capital rule changes for BHCs, effec-
tive January 1, 2002. Those risk-based capital changes provide for
a multilevel ratings-based approach to assessing the capital
requirements for agreementsinvolving recourse obligations, direct-
credit substitutes, residual interests, and senior subordinated secu-
rities in asset securitization.

The introduction to BHC nonbanking and FHC activities section
was revised to state that the Gramm-Leach-Bliley Act (the GLB
Act) amended the Bank Holding Company Act (the BHC Act).
The GLB Act limits BHCs that are not FHCs to engaging only in
activities that had been determined by the Board, by regulation or
order, before November 12, 1999, to be so closely related to
banking as to be a proper incident thereto, under section 4(c)(8) of
the BHC Act and section 225.28(b) of Regulation Y.

Appendix 1 was revised to include a reference to the July 9, 2002,
staff opinion that certain flood zone-determination services are
usual in connection with making mortgage loans and that these
services are within the scope of extending credit under section
225.28(b)(2) of Regulation Y. The appendix lists nonbanking
activities approved by the Board, under section 4(c)(8) of the BHC
Act and section 225.28(b) of Regulation Y, that have been deter-
mined to be “ closely related to banking.”

The mortgage banking section was revised to include a July 9,
2002, request for a Board staff legal opinion on the planned
provision of flood zone-determination services by a BHC's pro-
posed majority-owned joint venture company. The company would
provide mortgage lenders with ongoing flood zone-tracking ser-
vices in connection with making mortgage loans. The flood deter-
mination services would be offered as a separate service in
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3500.0.2.2

3510.0.2.3

3905.0

3500.0.2.2

3510.0.2.3

3905.0

connection with providing real estate appraisals. Board staff con-
firmed that providing such flood zone—determination servicesis an
essential part of mortgage lending and within the scope of permis-
sibleactivitiesrelated to extending credit under section 225.28(b)(2)
of Regulation Y and that the services are usual in connection with
making mortgage loans.

The section on tying provisions of the BHC Act was revised to
include a November 26, 2002, Board staff legal opinon for effect-
ing combined-balance discounts. A question was asked as to
whether members of a household or family, taken together, may be
considered a “ customer” for the purposes of the combined-
balance discount safe harbor, as it is found in section 225.7(b) of
Regulation Y. Board staff opined that the term “ customer,” as used
in that section, may include separate individuals (1) who are al
members of the same “ immediate family” (as defined in section
225.41(b)(3) or Regulation Y) and (2) who reside at the same
address. A combined-balance discount program cannot be oper-
ated in an anti-competitive manner.

This revised section on the nonbanking activities of foreign bank-
ing organizations discusses a February 7, 2003, Board interpreta-
tion that clarifies that aforeign bank’ s underwriting of securitiesto
be distributed in the United States is considered an activity con-
ducted in the United States, regardless of the location at which the
underwriting risk is assumed and the underwriting fees are booked.
Based on this interpretation, any company that wishes to engagein
such an activity must either be an FHC under the GLB Act or have
authority, by Board order, to engage in underwriting activities
under section 4(c)(8) of the BHC Act (so-called section 20 author-
ity). Revenue generated by underwriting bank-ineligible securities
in such transactions must be attributabl e to the section 20 company
for those foreign banks that operate under the section 20 company
authority.

The revised section on permissible activities for FHCs includes
two separate Board staff legal opinions on whether an insurance
agency, owned by an FHC, may engage in certain insurance
activities under section 4(k)(4)(B) of the BHC Act (12 U.S.C.
1843(k)(4)(B)). In the first July 10, 2002, opinion, an FHC's legal
counsel asked if an insurance agency, which is owned by an FHC,
may engage in certain cited insurance claims administration activi-
ties and insurance risk-management services in connection with its
insurance sales activities. Board staff opined that the cited activi-
ties could be conducted by an FHC, if the insurance services were
provided by an insurance agent or broker in connection with its
other insurance sales activities.

The same FHC's legal counsel also asked whether an insurance
agency or broker owned by an FHC could engage in certain
specific insurance risk-management activities. Board staff opined
that the specifically listed insurance risk-management services are
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5010.10.3 5010.10.3

FILING INSTRUCTIONS

encompassed within section 4(k)(4)(B) of the BHC Act and that
the FHC may conduct the services, subject to the conditions stated
within the opinion.

In a second July 10, 2002, legal opinion, other legal counsel
representing another BHC that had elected to become an FHC
requested a Board staff legal opinion on whether acting as a
third-party administrator (TPA), on behalf of an insurance com-
pany, is an activity that is permissible for an FHC under the BHC
Act. A TPA provides one or more insurance companies with the
cited administrative and related services that support and assist in
the sale of insurance products by the insurance company. The
BHC proposed to invest in a company that acts as a TPA for
licensed insurance companies that underwrite and sell credit life
insurance. Board lega staff opined that the specificaly cited
services were encompassed within the insurance activities autho-
rized by section 4(k)(4)(B) of the BHC Act when provided to, or
on behalf of, an insurance company in connection with the sale or
underwriting of insurance. The opinion concluded that an FHC
may, under section 4(k)(4)(B) of the BHC Act, provide the listed
servicesto athird-party insurance company in connection with the
sale and underwriting of insurance products by athird-party insur-
ance company.

The security classifications table, in the section on inspection
report preparation for consolidated classified and special-mention
assets and other transfer-risk problems, was revised to acknowl-
edge the use of “ fair values” (market values). “ Fair value” isthe
current terminology that would be used in the application of
generally accepted accounting principleswhen classifying securities.
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1010.0, pages 1-2

1010.0, pages 1-2

2000 Table of Contents, pages 7-8 2000 Table of Contents, pages 7-8, 8.1

2050.0, pages 1-2
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2002
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New Previous
Section Section
Number Number Description of the Change

2065.4 This new section discusses the July 2, 2001, policy statem
issued by the Federal Financial Institutions Examination Counc
(FFIEC) on the design and implementation of the methodologi
and documentation practices that are tailored to the size a
complexity of a banking organization and its loan portfolio. While
this policy statement, by its terms, applies only to federally insure
depository institutions, the Federal Reserve believes the guidar
it contains is broadly applicable to bank holding companies. Tt
policy statement emphasizes that a banking organization’s bos
of directors is responsible for ensuring that controls are in place
determine the appropriate level of the allowance for loan and lea
losses (ALLL). The banking organization should maintain an
support the ALLL with documentation that is consistent with it
stated policies and procedures, generally accepted accounting p
ciples (GAAP), and applicable supervisory guidance. The ALLI
methodology must be a thorough, disciplined, and consisten
applied process that incorporates management’s current judgm
about the credit quality of the loan portfolio. At a minimum,
written supporting documentation must be maintained for tt
following decisions, strategies, and processes: (1) policies a
procedures (over the systems and controls that maintain an apy
priate ALLL and over the ALLL methodology), (2) the loan-
grading system or process, (3) validation of the ALLL methodol
ogy, and (4) periodic adjustments to the ALLL process. Th
guestions and answers found in appendix A of the policy stateme
have been incorporated into this section as numbered examp
Inspection objectives and procedures are provided. (See SR-
17.)

2110.0 2110.0 This section on formal corrective actions is updated to discuss
statutory provisions that may be used, when warranted, for forr
supervisory actions. The types of corrective action are discuss!
as well as the actions that the Federal Reserve must take in 1
regard. Briefly discussed are the use of prompt-corrective-acti
directives (for federally insured banks only) and the potenti
assessment of civil money penalties against a bank or company
any of its institution-affiliated parties for noncompliance. Alsc
discussed are the Federal Reserve's supervisory concerns
guidance that focus on the FDIC’s regulations pertaining to inder
nification agreements and payments. (See SR-02-17.)
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2128.02

2128.04

2128.05

2128.02 The asset-securiti zation section was revised to include an expanded
discussion of the asset-securitization process and a new subsection
on credit enhancement. A genera discussion of the November
2001 changes to the risk-based capital rule for bank holding
companies (Regulation Y (12 C.F.R. 225, appendix A)), effective
January 1, 2002, is aso provided. This revised rule incorporated a
multilevel, ratings-based approach to assess capital requirements
for agreementsinvolving recourse obligations, direct-credit substi-
tutes, residual interests (except for credit-enhancing interest-only
(1/0) strips), and senior subordinated securities in asset securitiza-
tions based on their relative credit risk. The approach uses credit
ratings from the rating agencies to measure the relative exposure
to credit risk and to determine the associated risk-based capital
reguirement. The changes were approved by the Board on Novem-
ber 8, 2001, and issued in a joint agency press release dated
November 29, 2001.

Implicit recourse provided to asset securitizations is discussed in
this new section, which is based on interagency guidance on this
topic, issued May 23, 2002, in a question-and-answer format. (See
SR-02-15.) This guidance has been reformatted as illustrative
examples. Implicit recourse occurs when a banking organization
(including a bank holding company) has provided credit support
beyond its contractual obligation to one or more of its securitiza-
tions. Implicit recourse demonstrates that the securitizing banking
organization is reassuming risk associated with the securitized
assets—risk that it initially transferred to the marketplace. There-
fore, implicit recourse is of supervisory concern to the Federal
Reserve. The May 2002 guidance assists bankers and supervisors
in assessing the types of actions that may, or may not, constitute
implicit recourse. Possible supervisory actions that the Federa
Reserve may take upon a determination that the bank has provided
implicit recourse in an asset securitization include (1) an increase
in the banking organization's regulatory capital regquirements for
the selling banking organization, (2) requiring regulatory capital to
be held against the entire amount of assets sold, and (3) the
possible required deduction of the residual interests from regula-

tory capital.

This new section discusses the inclusion, in asset-securitization
documents, of covenants that trigger an early amortization or
transfer of servicing and that are linked to adverse supervisory
actions. The guidance is based on an interagency advisory issued
May 23, 2002. (See SR-02-14.) The banking organization’s board
of directors and senior management are aderted that the Federal
Reserve considers the inclusion of such covenantsin securitization
documents to be an unsafe and unsound banking practice that
undermines the objective of supervisory actions. Further, the board
and senior management are encouraged to amend, modify, or
remove the covenants in existing transactions. An early amortiza-
tion or transfer of servicing that is triggered by such events could
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2128.08

4060.3

create or exacerbate any liquidity and earnings problems for a
banking organization, possibly leading to afurther deterioration in
its financial condition.

2128.08 The subprime-lending section was revised to incorporate the
supplemental January 2001 interagency guidance that is directed
primarily to banking organizations (for example, federally insured
depository institution subsidiaries of bank holding companies) that
have subprime-lending programs that equal or exceed 25 percent
of tier 1 regulatory capital. Subprime lending can expand credit
access for consumers and offer attractive returns. Banking organi-
zations are expected, however, to recognize that the elevated levels
of credit and other risks arising from these activities require more
intensive risk management and, often, additional capital. This
expanded guidance discusses (1) the characteristics of a subprime-
lending program, (2) a set of specific borrower characteristics that
may indicate that a banking organization is involved in the
subprime-lending market, (3) analysis and documentation stan-
dardsfor the ALLL, (4) factorsto be considered when determining
the appropriate level of capital needed to support subprime lend-
ing, (5) examination procedures for assessing the quality of
subprime-loan portfolios, and (6) alist of potentially predatory or
abusive lending practices that safety-and-soundness examiners
would criticize. An appendix, consisting of questions and answers
pertaining to the January 2001 supplemental guidance, is pro-
vided. The subprime-lending inspection objectives and procedures
have been revised to accommodate this change. (See SR-01-4.)

4060.3 This risk-based capital guidelines section has been revised to
reflect multiple rule changes, as well as clarifying interpretations,
an advisory, and other supervisory guidance. The first revision is
the rule change approved by the Board on November 8, 2001
(effective January 1, 2002), that was published on November 29,
2001. This rule change addressed the treatment of recourse obliga-
tions, residual interests (except credit-enhancing /O strips), direct-
credit substitutes, and senior subordinated securities in asset secu-
ritizations that expose banking organizations (including bank
holding companies) primarily to credit risk. New standards have
been added for the treatment of residual interests, including a
concentration limit for credit-enhancing 1/0 strips. Credit ratings
from rating agencies and certain limited alternative-credit-rating
approaches are used to match more closely the risk-based capital
requirement for these banking organizations to their relative risk
of loss for certain positions in asset securitizations.

This section aso includes joint interagency interpretive guid-
ance issued on September 5, 2002, discussing the appropriate
applications of the November 2001 joint final rule. The guidance
addresses the risk-based capital treatment for (1) split or partialy
rated instruments (instruments that are derived from a securitiza-
tion and assigned separate ratings for principal and interest), (2) a
ratings-based qualification for corporate bonds or other securities
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that are not related in any way to a securitization or structured-
finance program (they do not qualify for theratings-based approach),
(3) spread accounts that function as credit-enhancing 1/0 strips,
(4) audits of internal credit-risk rating systems (if audits must be
performed by a banking organization’s internal-audit department
rather than another independent internal entity), and (5) clean-up
calls (related to the repurchase of assets pursuant to a clean-up call
and whether certain clean-up calls are treated as a recourse obliga-
tion or a direct-credit substitute). (See SR-02-16.)

The section addresses the risk-based capital treatment of accrued
interest receivables (AIRS) related to credit card securitizations, as
discussed in aMay 17, 2002, interagency advisory. The AIR asset
typicaly represents a subordinated retained interest in the trans-
ferred assets. The asset therefore meets the definition of a*“ residual
interest” that requires dollar-for-dollar capital, even if the amount
exceeds the fully equivalent risk-based capital charge on the
transferred assets under the November 2001 rule change. The
accounting treatment for AIRs is also discussed. When accounting
under FAS 140, “Accounting for Transfers and Servicing of Finan-
cial Assets and Extinguishments of Liabilities,” for the securitiza-
tion and sale of credit card receivables, and in computing the gain
or loss on sale, the banking organization (seller) should report the
AIR asset, on the date of transfer, at adjusted cost, based on its
relative fair (market) value. (See SR-02-12 and SR-02-22.)

The revised section discusses the January 8, 2002, Regulation Y
change to the risk-based capital adequacy requirements (risk-
based measure), effective April 1, 2002, that established specia
minimum capital requirements for equity investments in nonfinan-
cia companies. The capital requirements apply symmetrically to
equity investments and impose a series of marginal capital charges
on such authorized covered equity investments that increase with
the level of a bank holding company’s overall exposure to equity
investments relative to its tier 1 capital. The highest margina
capital charge requires a 25 percent deduction from tier 1 capital
for covered investments that aggregate more than 25 percent of a
bank holding company’stier 1 capital. Equity investments through
small business investment companies are exempt to the extent that
such investments, in the aggregate, do not exceed 15 percent of the
bank’s tier 1 capital. The Federal Reserve will apply heightened
supervision to the banking organizationsit supervises astheir level
of concentration in equity investments increases. (See SR-02-4.)

The revised section also discusses the Federal Reserve’'s March
23, 2002, supervisory guidance on derivative contracts hedging
trust preferred stock with respect to the inclusion of such trust
preferred stock intier 1 capital. To be included in tier 1 capital, an
issuing bank holding company must have the ability to defer
payments for at least 20 consecutive quarters without giving rise to
an event of default. Such a deferral feature, which typicaly is
cumulative in trust preferred stock, is essentia in atier 1 instru-
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4060.4

4080.0

4090.0

4060.4

4080.0

4090.0

ment because it allows the issuer to conserveits cash resources at a
time when its financial condition is deteriorating. When a banking
organization hedges trust preferred stock through an interest-rate
swap with a deferral feature, the deferral terms on the swap must
be symmetrical for both the organization and its counterparty and
must not have the effect of draining the organization’s resourcesin
atime of stress. Issues of trust preferred stock may not be included
in tier 1 capital if they are covered by an interest-rate derivative
contract with asymmetrical deferral terms. (See SR-02-10.)

A limited rule change (issued jointly by the federal banking
agencies) is aso discussed, which the Board approved on March
27, 2002 (effective July 1, 2002). The change lowered from
100 percent to 20 percent the risk weight that is applied to certain
securities claims on, or guaranteed by, a qualifying securities firm
in the United States and in other countries that are members of the
Organization for Economic Cooperation and Development. (See
the Federal Reserve Board's joint press release of April 9, 2002,
and its attachment.)

This section on the leverage measure of the capital adequacy
guidelines was revised to include rule changes in the tier 1
leverage measure for bank holding companies. The changes are
based on the capital changes to Regulation Y (12 C.FR. 225,
appendix D). The first change was approved by the Board on
November 8, 2001 (effective January 1, 2002), and issued in a
joint agency press release dated November 29, 2001. The change
pertained to agreements involving recourse, direct-credit substi-
tutes, and residua interests. The second change is applicable to
nonfinancial equity investments and was approved by the Board
on January 7, 2002 (effective April 1, 2002). (See the January 8,
2002, joint interagency press release and SR-02-4).

In this section on the Federal Reserve System BHC surveillance
program, the description of the surveillance program has been
amended so that it applies only to bank holding companies that
have $1 billion or more in consolidated assets. The section recog-
nizes the separate surveillance program for BHCs with consoli-
dated assets of less than $1 billion, as discussed in section 4080.1.
(See SR-02-1.)

The country-risk section was substantially revised to include the
February 22, 2002, interagency supervisory and examiner guid-
ance on an effective country-risk management process for banking
organizations (including bank holding companies). (The inter-
agency guidance was issued by the Federa Reserve, Federal
Deposit Insurance Corporation, and Office of the Comptroller of
the Currency.) Country risk is the risk that economic, social, or
political conditions in aforeign country might adversely affect an
organization’s financial condition, primarily through impaired
credit quality or transfer risk (a subset of country risk). The section
discusses the examiner’'s responsibilities with regard to ensuring
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that a banking organization's management of country risks is
appropriately addressed during the examination or inspection
process.

Country risk can occur in many different forms, and the nature
of specific risks can change over time. A U.S. banking organiza-
tion with significant direct or indirect international exposure must
have in place an effective country-risk management process that is
commensurate with the volume and complexity of itsinternational
activities. Examiners should continue to evaluate the adequacy of
the country-risk management process at internationally active
banking organizations, augmenting their assessments using this
guidance. The bank holding company’s country-risk management
process should include, at a minimum, (1) effective oversight by
the board of directors, (2) adequate risk-management policies and
procedures, (3) an accurate country-exposure reporting system,
(4) an effective country-risk analysis process, (5) a country-risk
rating system, (6) country-exposure limits, (7) ongoing monitoring
of country conditions, (8) periodic stress testing of foreign expo-
sures, and (9) adequate internal controls and an audit function. A
banking organization's country risk-management process should
give particular attention to any concentrations of country risk.
Inspection objectives and procedures are included. (See SR-02-5.)
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the December
regulatory provisions, and new and revise®001 supplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2129.05 2129.05 This section addresses risk and capital adequacy managemt

3500.0.2.2 3500.0.2.2

3510.0 3510.0

the exposures that arise from secondary-market credit activitie
It has been revised to reflect the Board’'s November 8, 200
amendment of Regulation H for the risk-based capital adequa
measure (effective January 1, 2002), which addresses the tre
ment of recourse obligations, residual interests, and direct-cre
substitutes.

This section addresses the tie-in considerations of the BHC A
is revised to discuss a May 16, 2001, staff interpretation involvin
a proposal that considers the anti-tying provisions of sectic
106(b) of the BHC Act Amendments of 1970 (12 U.S.C. 1972) an
the Board'’s safe harbor for combined-balance discounts (12 C.F
225.7(b)(2)). The interpretation confirms that financial produci
offered by a bank or its affiliates, including insurance product:
may properly be included among eligible products in a bank
combined-balance discount program. The interpretation also cc
firms that the principal amount of an annuity may be counted |
determining the size of a customer’s balance in eligible product
as may the premiums paid on non-annuity insurance products.

This section on the nonbanking activities of foreign banki
organizations was revised to address changes resulting from
Board’s October 16, 2001, revision of Regulation K (effective
November 26, 2001). The section explains Regulation K's imple
mentation of two statutory exemptions (found in sections 2(h) ar
4(c)(9) of the BHC Act) from the nonbanking restrictions of the
BHC Act. The exemptions are available to “qualifying foreign
banking organizations” (QFBOs). Section 2(h) allows a foreig
company principally engaged in banking outside the United Stat
to own a foreign affiliate that engages in impermissible nonfinal
cial activities in the United States, provided that the affiliat:
engages in the United States in only the same lines of busines
conducts outside the United States and derives most of its busin
from outside the United States. Section 4(c)(9) allows the Board
grant foreign companies an exemption from the nonbank-activi
restrictions of the BHC Act if the exemption would not be substar
tially at variance with the act and would be in the public interes
Under this authority, the Board has exempted, among other thin
all foreign activities of a QFBO from the nonbanking restriction:
of the BHC Act.

BHC Supervision Manual June 2002
Page 1



Bank Holding Company Supervision Manual Supplement 22—June 2002

Description of the Change

New Previous
Section Section
Number Number
3550.0 3550.0
3907.0.3.2.1

4080.1

4090.0 4090.0
5000.0 5000.0

The revised section also discusses Regulation K’'s multipart
QFBO test and an aternate means of satisfying that test. The
QFBO test and its modified form are used to determine when an
FBO engages primarily in banking activities worldwide.

To quaify asa QFBO, an FBO must demonstrate that more than
half of its business is banking and that more than half of its
banking business is outside the United States.

The section on international activities of bank holding companies,
member banks, and Edge and agreement corporations has been
revised to incorporate changes resulting from the Board's 2001
revisions to subpart A of Regulation K. The section discusses the
investment provisions of Regulation K (primarily, sections 211.8,
211.9, and 211.10) that implement section 4(c)(13) of the BHC
Act. In general, an “investor” under Regulation K may make
investments, directly or indirectly, in a subsidiary or joint venture
or may make portfolio investments subject to certain limits. Such
limits are higher where the investor, any parent insured bank,
and any parent holding company are well capitalized and well
managed. (See SR-02-03 and SR-02-02.)

Activities abroad, whether conducted directly or indirectly, must
be confined to activities of a banking or financial nature and to
those activities that are necessary to carry on such activities.
Section 211.10 of Regulation K lists those activities the Board
considers to be usual in connection with the transaction of banking
or other financial operations abroad. At al times, investors must
act in accordance with the high standards of banking or financial
prudence, having due regard for diversification of risks, suitable

liquidity, and capital adequacy.

The merchant banking section was revised to include a December
21, 2001, staff opinion regarding the provision in the Gramm-
Leach-Bliley Act that generally prohibits a financial holding com-
pany (FHC) from routinely managing and operating a portfolio
company, the shares of which are owned by the FHC under the
act’s merchant banking authority (12 U.S.C. 1843(k)(4)(H)). This
new subsection provides examples of permissible covenants
between an FHC and a portfolio company that would not involve
an FHC in the routine management or operation of a company,
consistent with the act and the Board's Regulation Y
(12 C.FR. 225.171(d)).

The surveillance program for small bank holding companies hav-
ing total consolidated assets of less than $1 billion is summarized
in this new section. (See SR-02-1.)

The country-risk section incorporates changes to the reporting
requirements or instructions involving country risk, specifically
for the FFIEC 009, 009a, and 019 report forms.

The section on the Federal Reserve's BHC inspection program has
been revised to include the changed supervision procedures for
BHCs with total consolidated assets of less than $5 billion. Princi-
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New Previous
Section Section
Number Number Description of the Change

pally affecting the supervision of holding companies having total
consolidated assets of less than $1 billion, the procedures revise
the requirements for the frequency and type of inspections (or
reviews), as well as the requirements for the scope of inspections,
meetings with the directors and senior management, rating assign-
ments, and documentation. The procedures promote more effec-
tive use of targeted on-site reviews to fulfill inspection require-
ments. Reserve Banks are directed to use surveillance and other
information to focus their attention and resources on holding
companies that warrant increased supervision. (See SR-02-1.)
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the June 2001
regulatory provisions, and new and revisedupplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2010.2

2010.7

2020.1

2010.2

2010.7

2020.1

This section on loan administration and lending standards has |
revised to incorporate the April 9, 2001, interagency guidanc
about risk-management practices for risk-rating leveraged-financ
loans. The section discusses how the imputed value of a busin
(enterprise value) should be evaluated in the risk-rating proce
Many leveraged transactions are underwritten with reliance on t
imputed value, which is often highly volatile. Sound valuatior
methodologies must be used, in addition to ongoing stress test
and monitoring of those values. Depository institutions that al
substantively engaged in leveraged financing are expected
adequately risk-rate, track, and monitor these transactions anc
maintain policies specifying conditions that would require :
change in risk rating, accrual status, loss recognition, or reserv
The guidance is to be followed when the board of directors ar
senior management of financial holding companies (FHCs) al
bank holding companies (BHCs) supervise the lending activitie
of their depository institution subsidiaries. The institutions shoul
have a comprehensive credit-analysis process, frequent moni
ing, and detailed portfolio reports to better understand and manz
the inherent risk in their leveraged-finance portfolios. The guic
ance also should be considered as FHCs and BHCs supervise
leveraged-financed lending activities of their nonbank subsic
aries. See SR-01-9.

This section on the allowance for loan and lease losses (AL
has been revised to include a brief summary of a supplemen
interagency Policy Statement on Allowance for Loan and Lea:
Losses Methodologies and Documentation for Banks and Savir
Institutions. The policy was issued by the Federal Financial Insf
tutions Examination Council (FFIEC) on July 2, 2001. It clarifies
what the agencies expect for the documentation that supports
ALLL methodology. The statement further emphasizes the ne
for appropriate ALLL policies and procedures, including an effec
tive loan-review system. The statement provides examples
appropriate supporting documentation, as well as illustrations
how to implement this guidance. See SR-01-17 and its attachme

This section on intercompany transactions (transactions with a
ates) has been reorganized and revised to discuss several |
interim and final rules, exemptions, and interpretations for certa
transactions that pertain to the limitations imposed by sectiol
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Description of the Change

New Previous
Section Section
Number Number
2124.4

3901.0 3901.0

23A and 23B of the Federal Reserve Act (FRA). The interpreta-
tions and exemptions involve derivatives; intraday extensions of
credit; and transactions involving depository institution loans made
to a customer (1) to purchase a security or other asset through a
depository institution broker-dealer affiliate that acts as a riskless
principal, or (2) that uses the proceeds to purchase a security from
a depository institution broker-dealer affiliate, when the loan was
made pursuant to a preexisting line of credit not entered into in
contemplation of the purchase of securities from the depository
institution affiliate. Another final rule expands the types of securi-
ties that are eligible for a bank to purchase from its registered
broker-dealer affiliates under section 23A(d)(6), while ensuring
that the transactions are conducted according to safe and sound
banking practices.

This new section includes the federal banking agency interagency
guidelines establishing standards for safeguarding customer infor-
mation (the guidelines). The guidelines, effective July 1, 2001,
implement section 501 of the Gramm-Leach-Bliley Act (GLB
Act). The guidelines include standards for developing and imple-
menting administrative, technical, and physical safeguards to pro-
tect the security, confidentiality, and integrity of customer informa-
tion. Each bank holding company falling within the scope of the
guidelines is required to establish a comprehensive written infor-
mation security program. Appropriate measures must be adopted
to assess, manage, and control the identified risks, commensurate
with the sensitivity of the information as well as the complexity
and scope of the bank holding company’s activities. Specific
information security measures are outlined that institutions must
consider when implementing an information security program.
Bank holding companies are also required to oversee their service-
provider arrangements in order to protect the security of customer
information maintained or processed by service providers. The
bank holding company’s board of directors must oversee and
approve the development, implementation, and maintenance of the
information security program. Examiners should assess compli-
ance with the guidelines during each saf ety-and-soundness inspec-
tion. See SR-01-15.

This section on U.S. bank holding companies that effectively elect
to operate as FHCs has been amended for the December 2000
revision of Regulation Y pertaining to the consequences when an
FHC controls a depository institution subsidiary that fails to con-
tinue meeting the requirements for being well capitalized and well
managed. The section also includes the consequences for when a
depository institution subsidiary that an FHC controls fails to
maintain a satisfactory or better Community Reinvestment Act
rating. See sections225.83 and 225.84 of Regulation Y, respectively.
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New Previous
Section Section
Number Number
3903.0 3903.0
3000.0 3000.0
3905.0 3905.0
4060.3.2.1.1.5

FILING INSTRUCTIONS

This section pertains to foreign banks operating as FHCs. Severa
technical clarifications were made based on the December 2000
final FHC requirements, as found in Regulation Y.

The sections for the introduction to nonbanking activities and
permissible activities for FHCs have been revised to include
changed section references in the revised Regulation K, for inter-
national banking operations, approved by the Board on October
16, 2001.

This subsection discusses the risk-based capital treatment for bank
holding companies’ (and state member banks') forward equity
transactions relating to the repurchase of their common stock.
Some banking organizations have continued to treat shares under
such arrangements as tier 1 capital. Such transactions can impair
the permanence of shares, typically have certain features that are
undesirable from a supervisory perspective, and are inconsistent
with tier 1 capital status. The Federal Reserve has determined that
any banking organization’s common stock that is covered by
forward equity transactions entered into after the issuance of
SR-01-27 (November 9, 2001) will be excluded from tier 1 capital
(of a bank holding company or state member bank), other than
those transactions specified for deferred compensation or other
employee benefit plans.
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This supplement reflects decisions of the Boarthe Division of Banking Supervision and Regu-
of Governors, new and revised statutory andhtion since the publication of the December
regulatory provisions, and new and revised®000 supplement.

supervisory guidance and instructions issued by

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

1000.0

3000.0

3901.0

1000.0

3000.0

3901.0

The foreword has been revised to provide a broad overview of
Federal Reserve’s risk-focused inspection program for bank ho
ing companies (BHCs) and financial holding companies (FHCs
The overview discusses the information-gathering, preliminal
risk-assessment, and preplanning phases that culminate in
formal and structured supervisory strategy to be followed durir
an inspection. The highest risks (such as credit, market, liquidit
operational, legal, and reputational risks) undergo the most rigc
ous scrutiny, analysis, and transaction testing. The ris|
management processes (systems to identify, measure, monitor,
control changing risk exposures) are evaluated for reliability. .
determination also is made as to whether the organization’s me
agement and directors are actively involved in risk-manageme
oversight. The inspection focuses on the financial indices of tl
consolidated entity and its component parts to measure the orge
zation’s financial strength.

The introduction to nonbanking activities has been revised
discuss FHCs (authorized by the Gramm-Leach-Bliley Act (GLE
Act)). The GLB Act's repeal of certain provisions of the Glass
Steagall Act is discussed, as well as a general overview of perm
sible financial and nonfinancial activities that are available t
BHCs that qualify as FHCs.

This revised section discusses the requirements for U.S. B
desiring to declare and operate as FHCs. The section is amen
to include the December 2000 final rule changes to Regulation
for FHCs. The discussion includes (1) the well-managed criter
that apply to all depository institutions that are controlled by
company that desires to qualify as an FHC; (2) the timing of FH!
declarations that are informationally complete; (3) the simultz
neous filing of an application to become a BHC and to become
FHC on consummation of the transaction; (4) Federal Reser
responses to complete FHC declarations; and (5) the crite
denoting when an FHC is substantially engaged in permissikt
activities that are financial in nature, incidental to a financie
activity, or otherwise permissible for an FHC under section 4(c) ¢
the Bank Holding Company Act (BHC Act).

The section discusses the requirements for an FHC to acqu
more than 5 percent of the voting shares or control of a compa
that is notengaged exclusively in activities that are financial in
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Description of the Change

New Previous
Section Section
Number Number
3903.0 3903.0
3905.0 3905.0

nature, incidental to financial activities, or otherwise permissible
under section 4(c) of the BHC Act. If an FHC makes such an
acquisition, the acquired company must be substantially engaged
(as defined) in activities that are financial in nature, incidental to a
financial activity, or otherwise permissible under section 4(c) of
the BHC Act. The two-year period to divest or terminate acquisi-
tions of companies that do not comply with this requirement is
discussed.

This revised section on foreign banks operating as FHCs includes
the December 2000 revisions to Regulation Y. The section (1) ref-
erences the factors used to determine the comparability of capital
and management of aforeign bank; (2) discusses the requirements
for assigning a“ combined ROCA rating” (see SR-00-14) derived
from the examination of a foreign banking organization’s (FBO)
U.S. branch, agency, and commercial lending operations (this
rating is factored into the FBO' s overall combined U.S. operations
(banking and nonbanking) composite rating); and (3) requires the
assurances of the home-country supervisor that the foreign bank’s
capital and management are considered satisfactory (using a com-
prehensive consolidated supervision framework and preclearance
process) before the Board will consent to an expansion of the
foreign bank’s U.S. operations as an FHC. The Board does not
impose a specific leverage ratio (tier 1 capital to total assets)
standard on foreign banks that desire to become FHCs. The
leverage ratio may be considered, however, among the factors
used to assess comparability. Except in rare instances, a foreign
bank will not be considered well capitalized or well managed if it
is not subject to comprehensive consolidated supervision.

The section on permissible activities for qualifying FHCs has been
revised to include the activities found to be financial in nature, as
listed in section 4(k)(4) of the BHC Act. The revised section also
includes a discussion of the January 2001 interim revision of
Regulation Y that implements section 4(k)(5) of the BHC Act . A
mechanism is provided for FHCs to request the Board or the
Secretary of the Treasury to determine whether a particular activ-
ity falls into one of three specific categories of permissible activi-
ties under section 4(k)(5). The section details the information
requirements for this request and discusses the procedures under
this interim rule to request a determination as to whether an
activity is financial in nature or incidental to a financial activity.
The amended section also gives guidance on how to obtain
approval to engage in an activity that is complementary to an
identified financia activity.

The revised section aso discusses a March 2000 interim rule
that established two operating standards that apply under sections
23A and 23B of the Federal Reserve Act (FRA) for FHCs engaged
in underwriting, dealing, or market making. These operating stan-
dards apply to certain transactions between specified foreign bank-
ing and thrift institutions and their securities affiliates.
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Description of the Change

New Previous
Section Section
Number Number
3907.0

3909.0

3910.0

This new section discusses the joint adoption by the Board and the
Secretary of the Treasury of a fina rule, effective February 15,
2001, governing merchant banking investments made by FHCs.
Under section 4(k) of the BHC Act, FHCs may make investments
as part of a bona fide securities underwriting or merchant or
investment banking activity. These investments may be made in
any type of ownership interest in any type of nonfinancial entity
(portfolio company), and they may represent any amount of the
equity of a portfolio company. The section discusses (1) permis-
sible investments; (2) prohibitions on routinely managing or oper-
ating a portfolio company; (3) portfolio company holding periods;
(4) private equity funds, including restrictions on their manage-
ment and operation; (5) automatic sunset provisions for aggregate
investment thresholdsin portfolio companies; (6) risk-management,
reporting, and recordkeeping policies, (7) cross-marketing restric-
tions; and (8) presumptions of control under sections 23A and 23B
of the FRA and the safe harbors to the rebuttable presumptions.

This new section sets forth supervisory guidance for equity invest-
ment and merchant banking activities. Basic safety-and-soundness
issues are discussed regarding the management of such invest-
ments. This section provides useful management infrastructure
and control benchmarks for organizations engaged in such activi-
ties. The guidance also identifies sound investment and risk-
management practices that merit the attention of both management
and supervisors. Banking organizations are encouraged to make
appropriate public disclosures of their equity investment activities
(recommendations for the scope of such disclosures are provided).
Sound practices in providing traditional lending-based banking
services to portfolio companies, to portfolio company manage-
ment, and to general partners of equity investment ventures and
funds are al so discussed.

The potentia risks and returns of equity investment and mer-
chant banking activities exceed those of more traditional banking
activities. Banking organizations and FHCs engaged in such activi-
ties are required to have strong capital positions that are well
above current minimum regulatory requirements, along with robust
internal methods for allocating capital that are commensurate with
the inherent risks of those activities. (See SR-00-9.)

This new section discusses the Board's decision, in consultation
with the Secretary of the Treasury, to approve a December 2000
fina rule authorizing FHCs to engage in acting as a finder, a
limited activity that is considered incidental to a financial activity.
A finder brings together buyers and sellers of products and ser-
vices for transactions that buyers and sellers themselves negotiate
and consummate. Examples of specific services that a finder may
and may not perform are provided. An FHC offering finder ser-
vices is to provide appropriate disclosures to distinguish its prod-
ucts and services from those that are offered by athird party using
the FHC' sfinder service.
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This supplement reflects decisions of the Boar®ivision of Banking Supervision and Regula-
of Governors, new and revised statutory andion since the publication of the June 2000
regulatory provisions, and new or revised supersupplement.

visory guidance and instructions issued by the

Description of the Change

LIST OF CHANGES
New Previous
Section Section
Number Number
1040.0
2020.1 2020.1
2185.0
2241.0 2241.0

This new section sets forth the statutory authority, focus, a
scope of BHC inspections as found in the Gramm-Leach-Blile
Act (GLB Act) (section 5 of the Bank Holding Company Act
(BHC Act)). The GLB Act provides the Board with specific
supervisory guidance pertaining to the breadth of BHC inspe
tions, as well as to inspections of their subsidiaries. The focus
inspections will be on preserving the safety and soundness of
holding company'’s affiliated depository institutions.

This section has been revised for changes to section 23A of
Federal Reserve Act (transactions between affiliates) made by
GLB Act. The GLB Act expanded the coverage of section 23A b
including transactions between banks and their financial subsi
aries and by providing a definition of financial subsidiary. Witt
respect to transactions between a bank and an individual financ
subsidiary of a bank, the GLB Act provides that the 10 percel
limit on covered transactions does not apply. The GLB Act als
created a rebuttable presumption that a company or sharehol
controls another company if the company or shareholder direc
or indirectly owns or controls 15 percent or more of the equit
capital of the other company as a portfolio company. (See secti
4(k)(4)(H) or (1) of the BHC Act.)

The GLB Act repealed section 20 of the Glass-Steagall A
created financial holding companies (FHCs), and directed tl
Federal Reserve to rely on functional regulators. Therefore, tl
entire section pertaining to BHC inspection of nonbank subsid
aries engaged in underwriting and dealing in bank-ineligible sec
rities (so-called “section 20 companies”) is deleted.

This revised section includes the June 2000 FFIEC Unifc
Retail-Credit Classification and Account-Management Policy th:
supersedes the February 1999 policy. The revised policy—

« stresses the need for institutions to adopt and adhere to prud
tial internal standards on the number and frequency of exte
sions, deferrals, rewrites, and renewals of closed-end loans t
they grant;

limits re-aging of open-end accounts that participate in a det
counseling or workout program, following receipt of at leas
three consecutive minimum monthly payments, or an equivale
cumulative amount;

BHC Supervision Manual December 2000
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Description of the Change

New Previous
Section Section
Number Number
3900.0 3900.0

* provides for a current assessment of value to be made no later
than 180 days past the contractual due date for loans secured by
real estate (any loan balance exceeding the property’ svalue, less
selling costs, isto be classified loss and charged off);

« clarifies that collateralized loans due to be charged off under the
policy can be written down to the collateral’s value, less cost to
sell, instead of being entirely charged off; and

« clarifies that payments received after the applicable charge-off
threshold, but before the end of the month in which the charge-
off threshold is triggered, may be considered when determining
if a charge-off remains appropriate.

While the terms of the revised policy apply only to federally
insured depository institutions, the Federal Reserve believes that
the revised policy is broadly applicable to BHCs (for example,
consumer finance nonbank subsidiaries and other similar credit-
extending financial affiliates). Examiners are thus advised to con-
sider the methodology used for aging retail loans. The contractual
method of loan aging is emphasized as the more accurate and
preferred method, although BHCs have the range of options avail-
able under generally accepted accounting principles (GAAP). (See
SR-00-8.)

This section was revised to provide information on the focus and
scope of the Federal Reserve System’s supervisory framework for
FHCs. Under the GLB Act, the Federal Reserve has supervisory
oversight authority and responsibility for BHCs, including BHCs
that operate as FHCs. The GLB Act streamlined the Federal
Reserve' s supervision of BHCs and provided parameters for work-
ing with primary depository institution regulators and other func-
tional regulators (such as those responsible for supervising activi-
ties involving insurance, securities, and commodities).

The GLB Act designates the Federal Reserve as the umbrella
supervisor of FHCs. In carrying out its supervisory oversight role,
the Federal Reserve will maintain a supervisory focus concen-
trated on a consolidated or group-wide analysis of the organiza-
tion. The Federal Reserve will thus identify and evaluate the
significant risks in the diversified holding company, assessing how
these risks could affect the safety and soundness and viability of its
affiliated depository institutions. The Federal Reserve's supervi-
sory framework for FHCs focuses on addressing supervisory prac-
tice for, and relationships with, FHCs, particularly those involved
in securities and insurance activities.

The Federal Reserve will emphasize analysis of the consoli-
dated financial condition of FHCs and the risks associated with
engaging in a broad range of financial activities, since those risks
can cut across the organization’s legal entities and business lines.
The Federa Reserve will thus focus on an FHC's financial
strength, stability, consolidated risk-management processes, and
overall capital adequacy. The supervisory activities of the Federal
Reserve will consist of information gathering, assessments and
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New Previous

Section Section

Number Number Description of the Change
supervisory cooperation, ongoing supervision, and the promotion
of sound practices and improved disclosure. (See SR-00-13 for
more details.)

5000.0.4.4.2 5000.0.4.4.2  These subsections were revised for a change in the policy regard-

5000.0.4.5.1 5000.0.4.5.1 ing the risk assessments for small shell bank holding companies

5000.0.4.5.2 5000.04.5.2 (SSBHCs). According to SR-97-27 and S-letter 2587 (November

3, 1997), arisk assessment should be completed for each SSBHC
at least once during each supervisory cycle and within 45 calendar
days (extended to 60 calendar days in SR-00-15) of receipt of the
lead bank’s full-scope examination report. SR-97-27 emphasizes
that when significant risk factors are evident or when materia
supervisory concerns are disclosed, a more detailed off-site review
or on-site targeted visitation should be conducted. The Reserve
Bank should thus develop a supervisory strategy for dealing with
any matters of concern.
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This supplement reflects decisions of the Boar®ivision of Banking Supervision and Regula-
of Governors, new and revised statutory andion since the publication of the December 199¢
regulatory provisions, and new or revised supersupplement.

visory guidance and instructions issued by the

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2090.7

2128.06

3000.0.3

2090.7

3000.0.3

This section on nonbank banks has been revised to reflect
amendment of section 4(f) of the Bank Holding Company Ac
(BHC Act) by section 107 of the Gramm-Leach-Bliley Act (GLB
Act). Cross-marketing, growth, and certain activity limitations an
other provisions were eliminated to allow bank holding companie
to affiliate with securities firms and insurance companies. Ne
section 4(f)(3) provides details on the general overdraft prohib
tions for controlled subsidiary banks of grandfathered holdin
companies of nonbank banks (those existing on March 5, 198
and on when certain overdrafts are permissible, particularly ove
drafts involving financial activities or activities incidental thereto
This section also details what happens if a company fails |
continue qualifying for the nonbank bank exemption.

This new section pertains to retained interests arising from as:
sold to a securitization vehicle that, in turn, issues bonds |
investors. Supervisory concerns exist about the methods and m
els that are used to value these interests and the difficult
involved in managing the risk of such volatile assets.

Generally accepted accounting principles (GAAP) require re
ognition of an immediate gain (or loss) on the sale of assets |
recording its retained interest at fair value. The retained interest
valued using the present value of future cash flows in excess
any amounts needed to service the bonds and to cover credit los
and other fees.

Bank supervisors of banking organizations expect retained int
ests to have documented and verifiable fair values, otherwise tt
should be charged off. Other supervisory concerns include (1)
failure to recognize and hold sufficient capital against recour:
obligations generated by securitization, and (2) the absence
adequate risk-management systems that include effective polic
and limits, independent procedures to measure and assess |
strong internal controls, and an independent audit function. S
SR-99-37.

The list in appendix 2, nonbanking activities approved by Bo
order, is revised to include two more activities that were approve
by the Board under section 4(c)(8) of the BHC Act. These activ
ties were approved before the passage of the GLB Act, whit
prohibits Board approval of any additional section 4(c)(8) activi
ties. Accordingly, these are the last nonbanking activities to |
approved under this section.

BHC Supervision Manual June 2000
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New
Section
Number

Previous
Section
Number

Description of the Change

3600.0

3600.6

3600.7

3900.0

3901.0

3600.0

The nonbanking activities permissible by Board order under sec-
tion 4(a)(2); 4(c)(8); or, for BHCs that also are FHCs, 4(k)(1)(B)
of the BHC Act are revised. This section of the manual incorpo-
rates the current 60-day notice procedure and GLB Act changes.
The Board is prohibited from approving any new nonbanking
activities by regulation or order under section 4(a)(2) or 4(c)(8).
BHCs that are qualified as FHCs under section 4(j)(4), and operat-
ing in accordance with section 4(k)(4), may engage in new activi-
ties that are “fi nancial in nature or incidental to such activity” or
“ complementary to afinancia activity.”

Operating a securities exchange is a new nonbank activity that was
approved by Board order under section 4(c)(8) of the BHC Act. A
BHC and a foreign banking organization (FBO) requested the
Board's approval to acquire, separately, interests in a group which
intended to operate an electronic securities exchange, and thus
engage in secondary trading of equity and equity-related securi-
ties. An office is to be located in the United States. See 2000
FRB 61.

The new nonbanking activity of acting as a certification authority
(CA) for digital signatures involves sending digitally signed
encrypted messages, using a confidential private key. An FBO and
several BHCs requested the Board' s approval to engage, through a
joint venture, in acting as a rulemaking and coordinating body for
a network of financial institutions acting as CAs. They would
provide services designed to verify or authenticate the identity of
customers conducting financial and nonfinancial transactions over
the Internet and other “ open” electronic networks. Digital certifi-
cates and digital signatures would involve using a pair of
public/private keys to decrypt and confirm the sender’s electronic
signature (referred to as issuing “ digital certificates” ). See 2000
FRB 56.

This new section introduces, generally, FHCs and the GLB Act. It
details conditions that must be met for a BHC to become a
qualifying FHC. An FHC may engage, or acquire a company that
engages in, authorized activities deemed to be “fi nancial in
nature” or any activity that is incidental to a financial activity or
complementary to a financial activity engaged in by the FHC.
Notice requirements for becoming an FHC, and for engaging in
such activities, are discussed generaly.

This new section details what a written declaration must include
for aBHC to qualify as a domestic FHC. Acquisition, control, and
other requirements are discussed with respect to engaging in
financial activities. Applicable notice procedures and other
requirements to engage in financial activities and activities inci-
dental thereto also are specified. Divestiture requirements are
detailed with respect to impermissible activities that are acquired
together with permissible activities. If the Federal Reserve has
supervisory concerns, it may limit or restrict the conduct of new
activities or future acquisitions, or take other action, if it finds that

BHC Supervision Manual
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Description of the Change

New Previous
Section Section
Number Number
3903.0

3905.0

4060.3 4060.3

an FHC does not have the needed financial or manageria resour-
ces. See SR-00-01 and, in particular, Regulation Y at 12 C.F.R.
225.81-225.88.

The qudlification requirements for foreign banks to operate as
FHCs and engage in activities that are financial in nature, or any
activity that isincidental or complementary to afinancia activity,
are provided in this new section. This includes the “well-
managed” and “ well-capitalized” standards needed for certifica-
tion as an FHC, as they pertain to each foreign bank, or to each
company owning a foreign bank, operating in the United States
and to each FBO. The process and regquirements that apply when a
foreign bank does not continue to satisfy the management and
capital requirements are also discussed. See SR-00-01 and, espe-
cially, Regulation Y at 12 C.F.R. 225.91-225.94.

Permissible activities of qualifying FHCs that are deemed under
section 4(k)(4) of the GLB Act to be activities that are “fi nancial
in nature” and activities deemed to be incidental or complemen-
tary to afinancial activity engaged in by the FHC are discussed in
this new section. Included are activities authorized under section
4(c)(8) of the BHC Act that the Board has determined to be
closely related to banking. See Regulation Y at 12 C.F.R. 225.28(b)
and 225.86-225.89.

The risk-based capital measure section is revised to include the
capital treatment for credit derivatives used to synthetically repli-
cate collateralized loan obligations (CLOs). This guidance was
developed jointly by the Federal Reserve and the Office of the
Comptroller of the Currency. Credit derivatives allow an assump-
tion or transfer of credit risk on a specified or “ referenced” asset
or pool of assets. CLOs represent asset-backed securities that are
supported by various assets. The capita treatment for three syn-
thetic CLO transactions is provided: (1) when the entire amount of
the referenced portfolio is hedged, (2) when a high-quality senior
risk position in the reference portfolio is retained, or (3) when a
first-loss position is retained. Minimum conditions are specified
for sponsoring institutions wishing to use the second type of
transaction. See SR-99-32.

FILING INSTRUCTIONS

Remove

Insert

1010.0, pages 3 through 14

1010.0, pages 3 through 14

2000 Table of Contents, pages 15 through 23 2000 Table of Contents, pages 15 through 24

2090.7, pages 1 and 2

2090.7, pages 1 and 2
2128.06, pages 1 through 8
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Remove Insert

2241.0, pages 1 through 3 2241.0, pages 1 through 3
3000 Table of Contents, pages 17 through 20 3000 Table of Contents, pages 17 through 21
3000.0, pages 5 through 10 3000.0, pages 5 through 12
3600.0, page 1 3600.0, page 1
3600.6, pages 1 and 2
3600.7, pages 1 through 4

3600.8, pages 1 and 2 3600.8, pages 1 and 2
3600.25, page 1 3600.25, page 1
3900.0, page 1

3901.0, pages 1 through 3
3903.0, pages 1 through 3
3905.0, pages 1 through 3

4000 Table of Contents, pages 3 through 5 4000 Table of Contents, pages 3 through 5
4060.3, pages 21 through 33 4060.3, pages 21 through 41

6000.0, pages 1 through 48 6000.0, pages 1 through 49
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This supplement reflects decisions of the Boar®ivision of Banking Supervision and Regula-
of Governors, new and revised statutory andion since the publication of the June 1999
regulatory provisions, and new or revised supersupplement.

visory guidance and instructions issued by the

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2010.2.2
2010.2.3
2010.2.4
2010.10

2010.7

2124.01

2010.2.2
2010.2.3
2010.2.4
2010.10

2010.7

The Federal Reserve has expressed concerns about the pos:
weakening of compliance with loan-underwriting standards, pol
cies, and internal controls and loan-review procedures. A redu
tion of resources devoted to loan underwriting as a result of :
undue reliance on continued favorable economic conditions a
easy access to financial markets is also cause for concern. Bank
organizations should exercise caution since such prosperity
not continue. Adherence to preestablished standards, policies,
procedures should provide protections from concentrations
weakening credit risk. The use of meaningful stress tests is enco
aged in the lending-decision process to validate a borrowel
financial capacity to repay (including alternative sources of repa
ment) according to the repayment terms over the short and lo
terms. Stress testing should be most beneficial to banking orga
zations as a safeguard against increased losses due to pos:
economic downturns. See SR-99-23. Appropriate inspection obje
tives and procedures are included.

This section has been revised to include consideration of evol
supervisory guidance that emphasizes the need for applying rese
ing practices that are balanced, yet conservative, with respect
the maintenance of an allowance for loan and lease losses.
discussion of accounting guidance is provided with respect to tl
Financial Accounting Standards Board’s Statements No. 5 a
114. See SR-99-13 and SR-99-22.

This section provides the Federal Reserve System’s supervis
program for the risk-focused supervision of and inspection fram
work for large, complex banking organizations (LCBOSs). The
program endorses the concept of conducting, when appropriate
series of targeted inspections/examinations during a supervis
cycle, focusing on a single activity, business line, and legal entit
The program centers on avoidance of duplication and continu
close coordination and cooperation with federal and state super
sors. The findings and conclusions of such supervisors are incorj
rated into an overall assessment of the consolidated banki
organization or banking group. The framework specifies six ke
steps in the risk-focused supervision of LCBOs. See SR-97-24 a
its handbookFramework for Risk-Focused Supervision of Large

BHC Supervision Manual December 1999
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Description of the Change

New Previous
Section Section
Number Number
2124.04

2126.3

2190.05

3130.4.4.2 3130.4.4.2
3290.0

Complex Institutionsand also the handbook’s appendixes. Previ-
ously issued risk-focused inspection/examination guidelines and
procedures are considered and listed in an appendix. See also
section 2124.04 and SR-99-15, which sets forth the continued,
ongoing, supervisory approach for LCBOs.

The Federal Reserve System’s ongoing risk-focused supervision
and monitoring program for LCBOs is set forth in this section. The
program should be conducted at least quarterly. The guidance
builds upon the existing risk-focused supervisory program, provid-
ing more specific guidance. Concerns are noted for certain envi-
ronmental factors that could initiate swift and dramatic changes in
the risk profiles of LCBOs, resulting in rapid changes in their
financial condition. The ongoing program portrays and uses a
continuous portfolio approach to supervision—the continuous
assessment and evaluation of informational resources and banking
practices across a group of institutions with similar business lines,
characteristics, and risk profiles. Emphasis is placed on an organi-
zation’s management of internal systems and controls, including
rating systems, and the Federal Reserve System'’s use of a central
point of contact and dedicated supervisory teams for each LCBO.
See SR-99-15.

This section sets forth the Federal Reserve System’s supervisory
guidance for examiners and supervisory staff on evaluating and
monitoring counterparty risk-management functions and systems.
Transaction testing is to be used on those activities, business lines,
and products experiencing significant growth, above-normal prof-
itability, or large future potential exposures. Particular attention
should be focused on (1) the standards, methodologies, and tech-
nigques used to measure and control counterparty-credit-risk expo-
sures; (2) the use and management of credit enhancements to
mitigate counterparty credit risks; and (3) the use of risk limits and
monitoring systems that are established to set meaningful limits on
counterparty credit risk and to alert management when credit-risk
exposures exceed their established limits. See SR-99-3.

This section discusses the March 1999 interagency supervisory
guidance on subprime lending. Banking organizations engaging in
this lending must recognize the additional risks inherent in the
activity, and must determine whether those risks are acceptable
and manageable considering their staff, financial condition, size,
and level of capital support. Subprime lending necessitates strong
risk-management practices; board-approved policies and proce-
dures; and internal controls that appropriately identify, measure,
monitor, and control the risks. Bank holding companies should
consider this guidance as they supervise their banking and non-
bank subsidiaries. See SR-99-6.

This revision incorporates former Board authorizations for futures
commission merchants and commodity trading advisers to provide
nonbanking advisory services.

BHC Supervision Manual
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New Previous
Section Section
Number Number Description of the Change

3320.0 3320.0 This revised section includes more recent Board order referel
involving check-guarantee and check-verification services. S
1999 FRB 582.

4060.7 Large and other complex banking organizations (BOs) must me
tain strong internal processes to ensure that their capital is fu
sufficient to support the underlying risks inherent in their activitie
and environment, as well as their need to comply with minimur
regulatory capital adequacy standards, a critical element of a B(
safety and soundness. Due to the growing scope and complexity
business activities and ongoing financial innovation, simple ratic
including risk-based capital ratios, no longer suffice in assessi
the overall capital adequacy of many BOs.

Examiners are to evaluate internal capital-management pi
cesses to judge whether they meaningfully tie the identificatio
monitoring, and evaluation of risk to the determination of tht
BO'’s capital needs. Fundamental elements of a sound and comy
hensive internal analysis of capital adequacy are stated along w
the encompassing key areas of risk.

BOs are encouraged to strengthen their risk-measurement ca
bilities and to integrate them more fully when evaluating their ow
capital adequacy. Some of the cited practices extend beyond th
currently followed. Examiners should expect these BOs to mal
steady and meaningful progress toward initiating a comprehens|
internal process for assessing capital adequacy in relation to ri
rather than immediate and full implementation. Examiners shou
expect those BOs involved in complex securitizations or otht
similar transfers of risk to have in place or immediately implemer
a comprehensive internal capital analysis process that fully refle:
all risks. See SR-99-18.

4070.3 Guidance is provided on the use and assignment of supervis
ratings involving the ongoing risk-focused supervision of BOs
Supervisory ratings should be revised when there is strong e
dence of a change in the financial condition or risk profile of
BO. Ratings are viewed as a continuum, not as a point-in-tin
assessment.

When one supervisory rating component (for example
CAMELS, BOPEC, or other rating) is changed, the other compt
nents, and the composite and management ratings, must alsc
reaffirmed or revised. Rating changes are to be communicated
the board of directors of the affected BO (or to the senior U.¢
management official) and to the appropriate state and fede
supervisory agencies.

Federal Reserve System staff are to review all inspections a
examinations that are conducted by state supervisory agenc
under the Alternate Examination Program. Any ratings or chang
assigned by the Federal Reserve should be noted separately.
SR-99-17.

BHC Supervision Manual December 1999
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FILING INSTRUCTIONS

Remove

Insert

1010.0, pages 3 through 14

2000 Table of Contents, pages 1 and 2
pages 13 through 22

2010.2, pages 1 through 10
2010.7, pages 1 through 9
2010.10, pages 1 and 2

2127.0, page 1
2128.0, pages 1 and 2
2129.0, pages 1 and 2

3000 Table of Contents, pages 15 and 16
3130.4, pages 3 through 6

3290.0, pages 1 and 2

3320.0, pages 1 and 2

4000 Table of Contents, pages 3 through 5

4070.0, page 9

5000.0, pages 15 and 16
6000.0, pages 1 through 47
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2000 Table of Contents, pages 1 and 2
pages 13 through 23
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2010.7, pages 1 through 9

2010.10, pages 1 through 3
2124.01, pages 1 through 27
2124.04, pages 1 through 4
2126.3, pages 1 through 6

2127.0, page 1

2128.0, pages 1 and 2

2129.0, pages 1 and 2
2190.05, pages 1 through 6

3000 Table of Contents, pages 15 and 16
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Supplement 16—June 199¢

This supplement reflects decisions of the Boargisory instructions issued by the Division of
of Governors, new and revised statutory an@anking Supervision and Regulation since the
regulatory provisions, and new or revised supempublication of the December 1998 supplement.

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.12 This section provides new examiner supervisory guidance w

2020.1.1.8 2020.1.1.8

2070.0 2070.0
2128.0 2128.0
2231.0 2231.0

respect to fees that are derived from investments of fiducia
assets in mutual funds and concerns associated with any poter
conflicts of interests. The section emphasizes that a due-diliger
review is needed with regard to the acceptance of such fees. T
review should consist of (1) a reasoned legal opinion, (2) esta
lished policies and procedures, and (3) regular and ongoing ane
ses supporting investment decisions. Inspection objectives &
procedures are included with the guidance.

This intercompany transactions section is revised to incorpc
the staffinterpretation of January 21, 1999, for section 23A(b)(7)(L
of the Federal Reserve Act and the calculation of the quantitati
limits for loans and extensions of credit that are secured by sha
issued by an affiliate.

This consolidated taxes section is revised to incorporate an ir
agency policy statement on tax-allocation agreements for banki
organizations and savings associations. The policy stateme
effective November 23, 1998, stresses that an institution and
parent company should conduct intercorporate tax settlements i
manner that is no less favorable to a subsidiary than if it was
separate taxpayer. Topics such as the composition of the cons
dated written tax sharing agreements, measurement of current :
deferred income taxes, tax payments to the parent company,
refunds from the parent company, and income tax forgivene
transactions are discussed. The inspection objectives and prc
dures also are revised. See SR-98-38.

This slightly revised section consists of general information
structured notes. The section was amended to provide referen
to SR-97-21, SR-95-17, and various sections of Treding and
Capital-Markets Activities Manudbr more detailed guidance.

A footnote is added to this section on real estate appraisals
evaluations to accommodate the revision of section 225.63
Regulation Y, effective December 28, 1998, involving the apprais
standards for federally related transactions. The amendment
mits BHC subsidiaries to underwrite and deal in mortgage-back
securities without demonstrating that the loans underlying tt
securities are supported by appraisals that satisfy the Boar
appraisal requirements.

BHC Supervision Manual June 1999
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New Previous

Section Section

Number Number Description of the Change

2241.0 This new section on retail credit classification discusses new
expanded supervisory classification guidance for retail credit loans,
the Uniform Retail-Credit Classification and Account-
Management Policy. The policy focuses on classification of past-
due loans, when loans should be charged off, and fraudulent loan
treatment. Other supervisory issues addressed include well-secured
loans; partial loan payments; loan extensions, deferrals, and re-aging;
and examination considerations. See SR-99-5.

2250.0 2250.0 The domestic and other reports section is revised to eliminate the

3000.0.3, 3000.0.3,
appendix 2 appendix 2

3084.0 3600.15.3
3600.15.4
3104.0 3600.15.5
3130.1.4 3130.1.4
3202.0 3200.0.2
3600.15.1
3204.0 3200.0.2
3600.15.1.1

summaries of specific reports and to address only reporting issues.
The current reports and instructions are now found on the Board’s
Internet public web site.

The list of nonbanking activities approved only by Board order
was updated for private limited partnerships. Manual section refer-
ences also were added for new nonbanking activities approved
only by Board order.

This is a new section that involves engaging in asset-management,
asset-servicing, and collection under contract with a third party as
currently found in section 225.28(b)(2)(vi) of Regulation Y. A
bank holding company may engage under contract with a third
party in such nonbanking activities, but only with respect to the
types of assets that an insured depository institution can originate
and own. Historical examples from Board orders are provided for
such activities, reflecting how they originated and illustrating the
factors that led to their incorporation in Regulation Y.

This new nonbanking section discusses the Regulation Y provi-
sion (section 225.28(b)(2)(vii)) and limitations for engaging in the
acquisition of debt in default. A previous Board order is summa-
rized and included in this section to illustrate how the nonbanking
activity originated.

This revised section on investment or financial advisers includes a
new reference to the new Uniform Interagency Trust Rating Sys-
tem. See SR-98-37.

This new nonbanking section discusses employee benefits consult-
ing services authorized by section 225.28(b)(9)(ii) of Regulation
Y. A summary of a Board order approving these activities is
provided.

This new nonbanking section separately discusses career counsel-
ing services (including to whom they may be provided), as cur-
rently provided for in section 225.28(b)(9)(iii) of Regulation Y. A
Board order summary is provided to illustrate how the activity
originated and how it was incorporated within Regulation Y.

BHC Supervision Manual
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New
Section
Number

Previous
Section
Number

Description of the Change

3260.0

3270.0.2

3600.8

3600.13

3600.25

3260.0

3270.0.2

3600.13

This nonbanking section on investment transactions as princ
has been revised to include a discussion on the permissibility
engaging in buying and selling bullion and related activities for
bank holding company’s own account or for the account of othe
(see Regulation Y, section 225.28(b)(8)(iii)). It also discusses tl
permissibility of bank holding companies’ investing in derivative:
on financial and nonfinancial commodities, subject to the specifit
three conditions.

This real estate and personal property appraising section has
revised to include a footnote on the revised appraisal standards
federally related transactions involving the underwriting and dee
ing of mortgage-backed securities. The regulatory amendme
(section 225.63 of Regulation Y) permits section 20 nonbankir
subsidiaries to underwrite and deal in mortgage-backed securit
without demonstrating that the loans underlying the securities ¢
supported by adequate appraisals meeting those standards.

This is a new nonbanking section on private limited investme
partnerships summarizing several Board orders that authoriz
this activity. One Board order involved the private placement ¢
limited partnership interests in a group of partnerships. A wholl
owned subsidiary served as the sole general partner. The ot
partnership interests were to be sold to institutional investors. T
partnerships would invest in limited amounts of debt and equi
securities. Debt securities issued by the partnerships could 1
be privately placed without Federal Reserve approval. See 19
FRB 736.

A subsequent Board order is summarized that authorized
asset-management subsidiary to act as the general partner for €
limited partnership. The partnerships would invest in a variety ¢
commodity and exchange-traded and over-the-counter instrumel
One or more of the partnerships could invest its assets in commc
ity pools, as a registered commodity pool operator. See 19
FRB 1128.

More recent Board orders are cited for private limited partne
ships investing solely in permissible investments for a BHC. Fc
example, see 1999 FRB 209, 1998 FRB 852, and 1998 FRB 36

This nonbanking section is revised to indicate that the Board o
authorizing the activities of a commodity pool operator (tha
invests solely in investments that a BHC is permitted to mak
directly) also involved control of a private limited partnership.

This is a new nonbanking section involving a Board order autt
rizing a bank holding company to engage in certain governme
services (for example, providing postage, vehicle registration al
license plates, public transportation tickets, and notary publ
services) that had not previously received Board approval.

BHC Supervision Manual June 1999
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Previous
Section
Number

New
Section
Number

Description of the Change

3600.28

4060.3.2.2 4060.3.2.2

4060.3.5.2.3  4060.3.5.2.3

FILING INSTRUCTIONS

This new nonbanking section summarizes the Board’s order
authorizing the development of broader marketing plans and

advertising and sales literature materials for mutual funds. The
summary discusses the delegation of responsibility of the distribu-
tion, advertising, and sales of the mutual funds to an independent
distributor. It explores the various control issues, including man-

agement interlocks.

The risk-based capital adequacy section has been revised for
investments in mutual funds. When risk weighting is applied to a
mutual fund on the basis of the risk categories of the fund’s assets,
and the sum of the investment limits for all asset categories (as
described in the funds prospectus) exceeds 100 percent, risk
weights must be assigned based on the assumption that the fund
invests the largest possible amount of its assets in the highest
risk-weighted categories. The mutual fund’s total risk weight must
be at least 20 percent. The risk weighting will not increase from
the prudent use of hedging to reduce risk. When a fund engages in
speculative activities, or when any other characteristics are incon-
sistent with the preferential risk weighting of the fund’s assets, the
fund’s holdings are to be assigned to the 100 percent risk category.

Loans to residential builders will be considered prudently under-
written only if sufficient documentation provides evidence of
legally binding written sales contracts and commitments for per-
manent financing.

When a first and junior lien(s) on a residential property are held
(and no other party holds an intervening lien), the transaction is
treated as a single loan secured by a first lien when determining
the loan-to-value ratio and assigning a risk weight.

Remove

Insert

1010.0, pages 1 through 14

1010.0, pages 1 through 14

2000 Table of Contents, pages 3 through 12 2000 Table of Contents, pages 3 through 12

pages 21 and 22

2010.6, pages 1 and 2
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2020.1, pages 1 through 7
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pages 21 and 22
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2020.1, pages 1 through 8
2050.0, pages 1 and 2
2070.0, pages 1 through 6
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2128.0, pages 1 and 2
2231.0, pages 1 through 18

2250.0, pages 1 through 11
3000 Table of Contents, pages 3 through 20
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This supplement reflects decisions of the Boargisory instructions issued by the Division of
of Governors, new and revised statutory an@anking Supervision and Regulation since the
regulatory provisions, and new or revised supempublication of the June 1998 supplement.

LIST OF CHANGES

Description of the Change

New Previous
Section Section
Number Number
2010.2.2

2010.11

2060.05

This new subsection has been added to convey supervisory g
ance to examiners for evaluating the adequacy of lending stz
dards for commercial loans; it consists of formal credit policies
formal credit-staff transaction approvals; loan-approval docume
tation, including the use of forward-looking financial analysi
tools; and the use of management information systems that supy
the loan-approval process. Examiners are to determine whetl
adequate internal oversight exists and whether management
timely and accurate information. See SR-98-18. Inspection obje
tives and procedures are provided.

This section provides examiners with guidance for reviewil
private-banking activities. A functional review subsection is prc
vided that contains basic “know-your-customer” principles.

Examiners are to review the functional components of prival
banking across all production lines. The functional componen
consist of supervision and organization, risk management, ope
tional controls, fiduciary standards, management information sy
tems, audit, compliance, and the financial condition/business pi
file. See SR-97-19. Inspection objectives and procedures ¢
provided.

This new section discusses the internal audit function and
outsourcing. The section sets forth an interagency supervisc
policy statement that focuses on issues dealing with organizatiol
structure, internal audit management, staff and quality contrc
audit scope, and the communication of findings directly to th
board of directors. Examiner guidance is provided for assessi
the quality and effectiveness of an organization’s internal auc
function and its management.

Inspection considerations with regard to outsourcing the inte
nal audit function are specified. Supervisory guidance is provids
for managing an outsourced internal audit function. See SR-97-:
Inspection objectives and procedures are provided.

BHC Supervision Manual December 1998
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New Previous
Section Section
Number Number Description of the Change

2122.0 Certain essential elements of internal rating systems are necessary
to support sophisticated credit-risk management. This section con-
veys supervisory guidance for financial institution supervisors and
their examiners that needs to be emphasized as being important to
the development and implementation of effective internal credit-
rating systems. Such systems play critical roles in the credit-risk-
management process, particularly at large sound banking institu-
tions. Large banking institutions are to have strong risk-rating
systems that take into account gradations in risk. Such systems
should consider (1) the overall composition of portfolios in origi-
nating new loans, (2) the assessing of overall portfolio risks and
concentrations of credit, and (3) the prompt reporting of risk
profiles to directors and management. See SR-98-25, which expands
upon issues raised in SR-98-18 (Lending Standards for Commer-
cial Loans). See also section 2010.2.2.

Examiners should specifically evaluate the adequacy of internal
credit-risk-rating systems, including ongoing development efforts,
when assessing both asset quality and the overall strength of risk
management at large institutions. In so doing, examiners should be
cognizant that an internal risk-identification and -monitoring sys-
tem should be consistent with the nature, size, and complexity of
the banking organization’s activities. Inspection objectives and
procedures are provided.

21241 This section sets forth risk-focused supervisory guidance to be
applied when assessing the use of information technology, giving
appropriate recognition to the characteristics, size, and business
activities of the organization. The role of examiners in the risk-
focused supervision of information technology is summarized
within four primary inspection procedures (see subsection2124.1.2).
It provides a framework for evaluating information technology,
consisting of information technology elements—the management
processes, architecture, integrity, security, and availability of infor-
mation to end-users. See SR-98-9. Inspection objectives and proce-
dures are provided.

2126.0.2 2126.0.2 These sections have been amended to accommodate the April
(footnote 3)  (footnote 3) 1998 FFIEC Statement on Investment Securities and End-User
2126.0.4.4 2126.0.4.4 Derivatives Activities, effective May 25, 1998. This statement
(footnote 6)  (footnote 6)  replaced the 1992 Supervisory Policy Statement on Securities
2126.0.8.1 2126.0.8.1 Activities. References to the 1992 minimum requirements for
2126.0.8.2 2126.0.8.2 high-risk mortgage securities have been removed.

(footnote 10

deleted)

2130.0.13 2130.0.13

2130.0.17 2130.0.17

3070.0.5.1.1.2 3070.0.5.1.1.2

3070.0.13 3070.0.13

BHC Supervision Manual December 1998
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New Previous
Section Section
Number Number Description of the Change

2126.1 This new section consists of the April 23, 1998, FFIEC Stateme
on Investment Securities and End-User Derivatives Activitie:
effective May 25, 1998. The supervisory guidance applies to stz
member banks and Edge corporations. The basic principles a
apply to bank holding companies, which should manage ai
control risk exposures on a consolidated basis, giving recogniti
to the legal distinctions and potential obstacles to cash moveme
among subsidiaries.

The statement’s principles set forth sound risk-manageme
practices that are relevant to most portfolio-management ende
ors. Instruments held for end-user reasons are considered, tak
into consideration a variety of factors such as managemen
ability to manage and measure risk within an institution’s holding
and the impact of those holdings on aggregate portfolio risk.

The statement focuses on managing the market, credit, liquidi
operational, and legal risks of investment and end-user activitie
When managing the interest-rate-risk component of market ris
institutions are informed of the merits of developing interng
policies that specify the type of preacquisition analysis (stre
testing) that is consistent with the scope, sophistication, and co
plexity of their investment securities and end-user derivativ
holdings.

Institutions are advised to periodically monitor the price sens
tivity of their portfolios, ensuring that they meet established limit
of the board of directors. Institutions are further advised to full
assess the creditworthiness of their counterparties, including b
kers and issuers. Institutions are to take proper account of t
liquidity of the instruments they hold. See SR-98-12. The prir
ciples set forth within the interagency policy statement are gene
ally those set forth in SR-95-17. See section 2126.0.

2129.05 This section sets forth supervisory guidance that identifies -
more important risks associated with the more common types
secondary-market activities. The guidance discusses sound pi
tices along with the special considerations financial institutio
supervisors should take into consideration when assessing the ri
management systems for secondary-market activities.

A fundamental principle advanced by this guidance is th:
banking institutions should explicitly incorporate the full range o
risks of their secondary-market credit activities into their overa
risk-management systems. In particular, supervisors and exarn
ers are to determine whether institutions are recognizing the ris
of secondary-market credit activities by (1) adequately identify
ing, quantifying, and monitoring these risks; (2) clearly com
municating the extent and depth of these risks in reports
senior management and the board of directors and in their regu
tory reports; (3) conducting ongoing stress testing to identif

BHC Supervision Manual December 1998
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New
Section
Number

Previous
Section
Number

Description of the Change

2129.05
continued

2140.0.1
2140.0.3.5
(footnote 2
deleted)
2140.0.3.7
3700.8

2187.0
(footnote 1)
2187.0.2.1
(title and
footnote 2)
2187.0.2.2
(footnote 4)

2187.0.4
2187.0.7
2187.0.8

2190.0.5
2190.0.5.1

3000.0.3,
appendix 2

2140.0.1
2140.0.3.5

2140.0.3.7
3700.8

2187.0

(footnote 1)
2187.0.2.1
(footnote 2)

2187.0.2.2
(now foot-
note 3)
2187.0.4
2187.0.7
2187.0.8

2190.0.5
2190.0.5.1

3000.0.3,
appendix 2

potential losses and liquidity needs under adverse circumstances;
and (4) setting adequate minimum internal standards for allow-
ances or liabilities for losses, capital, and contingency funding.
Incorporating secondary-market credit activities into a banking
organization’s risk-management systems and internal capital-
adequacy allocations is particularly important since the current
regulatory capital rules do not fully capture the economic sub-
stance of the risk exposures arising from many of these activities.
Many secondary-market credit activities involve new and com-
pounded dimensions of reputational, operational, and liquidity
risks. Failure to understand adequately the risks inherent in
secondary-market credit activities and to incorporate them into
risk-management systems and internal capital allocations may
constitute an unsafe and unsound banking practice. The risk-
management systems used should include the identification, mea-
surement, and monitoring of these risks as well as an appropriate
methodology for the internal allocation of capital and reserves.
See SR-97-21. Inspection objectives and procedures are provided.

These subsections have been revised to reflect changes resulting
from the revision of the Board’s Regulation T and, in some cases,
the enactment of the National Securities Markets Improvement
Act of 1996. Regulation T no longer determines whether specific
types (or levels of collateral) are acceptable for securities borrow-
ing and lending by broker-dealers.

These subsections have been revised to reflect the merging of the
Board’s Regulation G into its Regulation U (which resulted in the
elimination of Regulation G). The subsections have also been
revised, as appropriate, to include the Board's adoption of amend-
ments to Regulations U (effective April 1, 1998) and T (effective
July 1, 1998).

These subsections have been revised to reflect a brief summary of
the April 23, 1998, FFIEC Statement on Investment Securities and
End-User Derivatives Activities that replaced the January 1992
FFIEC Policy Statement on Securities Activities.

The list of nonbanking activities approved by Board order has
been revised to include title agency insurance activities.

BHC Supervision Manual
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New
Section
Number

Previous
Section
Number

Description of the Change

3070.0.6.7

3165.1

3210.0
3210.1

3073.0.1
3105.0
3107.0
3130.3.6
3160.5
3230.5
3230.6

3251.0

3255.0

3255.0.1
3255.0.2
3255.0.3

3070.0.6.7

3600.12.3

3210.0
3600.12

3600.16.1
3600.14
3600.28
3600.16.2
3600.31
3600.7.1
3600.8

3600.13.1-
3600.13.12,
3600.13.14

3600.6.1
3600.6.2
3600.6.3

This section was revised for the August 4, 1998, change in
capital adequacy standards for bank holding companies. The Re
lation Y change increased the amount of servicing assets, alc
with purchased credit-card relationships (PCCRs), that are inclu
able in regulatory capital from 50 percent to 100 percent of tier
capital. Servicing assets consist of the aggregate amount
mortgage-servicing assets (MSAs) and the amount of nonmortga
servicing assets (NMSAs). The amendment includes a furth
sublimit of 25 percent of tier 1 capital to the aggregate amount «
NMSAs and PCCRs, and subjects the valuation of MSAs, NMSA
and PCCRS to a 10 percent discount. The final rule was effecti
on October 1, 1998.

This section discusses the current Regulation Y authorizatior
bank holding companies to engage in printing and selling MICF
encoded items as a support-services nonbanking activity.

These sections were revised to reflect the incorporation of ca
sumer payment instruments, without any limit as to the fac
amount, into the April 21, 1997, revision of Regulation Y, sec
tion 225.28(b)(13).

These sections or subsections were revised and/or relocated bz
on the restructuring of the April 1997 revision of Regulation Y.

This former section was relocated since certain futures comm
sion merchant (FCM) nonbanking activities that were previous!|
approved by Board order have been incorporated into Regulati
Y, effective April 21, 1997. These subsections provide brief his
torical summaries of FCM Board decisions that may have result:
in their incorporation into Regulation Y. Former regulatory cite:
have either been deleted or updated.

This new section focuses on agency transactional services
customers with respect to swaps and similar transactions as sp
fied in section 225.28(b)(7)(v) of Regulation Y. This authority
includes any derivative or foreign-exchange transaction that t
bank holding company is permitted to conduct for its own accour
The relocated former sections comprise Board order decisions tl
involved the brokering of options on various securities, bullior
and foreign exchange. Such nonbanking activities were incorp
rated into Regulation Y, effective April 1997.

BHC Supervision Manual December 1998
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New Previous
Section Section
Number Number Description of the Change
3260.0 This new section is for nonbanking activities involving investment
3260.0.3.1 3600.6.4 transactions as principal. The section discusses the authority
3260.0.3.3 3600.6.5 granted under Regulation Y, section 225.28(b)(8)(ii). Such propri-
3260.0.3.2 3600.6.6 etary trading was added to the regulation to clarify the permissibil-
3260.0.3.4 3600.7.2 ity of the nonbanking activity as a separate business activity.
3260.0.3.5 3600.25 Before the inclusion of such transactions into the regulation,
3260.0.3.6 3600.3 certain activities had been previously approved by Board order.
The section provides, as historical examples, summaries of those
decisions, giving the reader the opportunity to understand why
certain activities were incorporated into Regulation Y.
3600.4 Sections deleted.
3600.6
3600.7
3600.10
4060.3 4060.3 The section is revised for the new August 4, 1998, regulatory

capital treatment (risk-based measure) of servicing assets for mort-
gage assets and financial assets other than mortgages with respect
to bank holding companies. The Regulation Y appendix change
(effective October 1, 1998) increased the amount of servicing
assets, along with purchased credit-card relationships (PCCRSs),
that are includable in regulatory capital from 50 percent to 100 per-
cent of tier 1 capital. Servicing assets consist of the aggregate
amount of mortgage-servicing assets (MSAs) and the amount of
nonmortgage-servicing assets (NMSAs). The amendment applies
a further sublimit of 25 percent of tier 1 capital to the aggregate
amount of NMSAs and PCCRs, and also subjects the valuation of
MSAs, NMSAs, and PCCRs to a 10 percent discount.

The section is also revised for the Board’'s August 25, 1998,
adoption of capital rule changes that became effective October 1,
1998. Bank holding companies that hold equity securities are
permitted to include up to 45 percent of the pretax net unrealized
holding gains on available-for-sale equity securities with readily
determinable fair values in supplementary capital (tier 2 capital).

See the rule for any limitations or precautions pertaining to
these amendments.

BHC Supervision Manual
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New Previous

Section Section

Number Number Description of the Change

4060.4 4060.4 This section has been revised for the May 29, 1998, amendme

the tier 1 leverage capital standard for bank holding compani
(BHCs). The rule change (effective June 30, 1998) simplifies tt
Board’s leverage capital standards for BHCs and incorporates |
market-risk capital rule into the leverage standard. The revis
rule set a minimum ratio of tier 1 capital to total assets (leverag
ratio) of 3 percent for BHCs that are either rated composite “1
under the BOPEC rating system or have implemented the Boar
risk-based capital market-risk measure. The minimum ratio for
other BHCs is 4.0 percent. BHCs are expected to maintain hight
than-minimum capital ratios if they have supervisory, financia
operational, or managerial weaknesses, or if they are anticipati
or experiencing significant growth.

The section is also revised for the August 4, 1998, change in t
capital adequacy standards (tier 1 leverage measure) for bz
holding companies, whereby the amount of servicing asse
(mortgage-servicing assets and nonmortgage-servicing asse
along with purchased credit-card relationships (PCCRs), inclu
able in regulatory capital, in the aggregate, increased from 50 p
cent to 100 percent of tier 1 capital.

See the rule for any respective limitations regarding the:
amendments.

BHC Supervision Manual December 1998
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FILING INSTRUCTIONS

Remove

Insert

1010.0, pages 1 through 13

2000 Table of Contents, pages 1 through 19
2010.2, pages 1 through 5

2010.9, pages 1 and 2

2060.0, page 1

2126.0, pages 1 through 12

2130.0, pages 19 through 27

2140.0, pages 1 through 5

2187.0, pages 1 through 4

2190.0, pages 3 through 6

3000 Table of Contents, pages 3 through 20
3000.0, pages 7 and 8

3070.0, pages 25 and 26
pages 39 through 42
pages 61 and 62

3130.3, pages 5 and 6
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1010.0, pages 1 through 14
2000 Table of Contents, pages 1 through 22
2010.2, pages 1 through 10
2010.9, pages 1 and 2
2010.11, pages 1 through 16
2060.0, page 1
2060.05, pages 1 through 8
2122.0, pages 1 through 7
2124.1, pages 1 through 6
2126.0, pages 1 through 12
2126.1, pages 1 through 6
2129.05, pages 1 through 9
2130.0, pages 19 through 28
2140.0, pages 1 through 5
2187.0, pages 1 through 4
2190.0, pages 3 through 6
3000 Table of Contents, pages 3 through 20
3000.0, pages 7 and 8

3070.0, pages 25 and 26
pages 39 through 42
pages 61 and 62

3073.0, page 1
3105.0, page 1
3107.0, page 1

3130.3, pages 5 through 7
3160.5, pages 1 and 2
3165.1, page 1
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Remove

Insert

3210.0, pages 1 and 2

3600.3, pages 1 and 2
3600.4, page 1

3600.5, pages 1 and 2
3600.6, pages 1 through 3
3600.7, pages 1 and 2
3600.8, pages 1 and 2
3600.10, page 1

3600.12, pages 1 and 2
3600.13, pages 1 through 17
3600.14, page 1

3600.16, pages 1 and 2
3600.17, pages 1 and 2
3600.25, page 1

3600.28, page 1

3600.31, pages 1 and 2
3700.8, pages 1 and 2

4060.3, pages 3 through 10
pages 21 and 22

4060.4, pages 1 and 2
6000.0, pages 1 through 48

3210.0, pages 1 through 3
3210.1, pages 1 and 2
3230.5, page 1
3230.6, pages 1 and 2
3251.0, pages 1 through 17
3255.0, pages 1 and 2
3260.0, pages 1 through 6

3600.5, pages 1 and 2

3600.13, page 1

3600.17, page 1

3700.8, pages 1 and 2

4060.3, pages 3 through 10, 10.1
pages 21 and 22

4060.4, pages 1 and 2
6000.0, pages 1 through 49
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Supplement 14—June 199¢

This supplement reflects decisions of the Boargublication of the December 1997 supplement
of Governors, new and revised statutory an@eginning with this supplement, more subleve|
regulatory provisions, and new or revised supettopics are included within the chapter tables o
visory instructions issued by the Division ofcontents.

Banking Supervision and Regulation since the

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2090.2 2090.2 This section has been revised to reflect the change from a-

3000.0.3, 3000.0.3,
appendix 2  appendix 2

3130.0

3130.1 3130.1
3130.3

bank to a small bank holding company policy statement that tl
Board included in Regulation Y, which was effective in April
1997. Small BHCs whose subsidiary banks are well managed &
well capitalized and whose acquisition proposals result in pare
company debt-to-equity of less than 1.0 to 1 are eligible fc
streamlined application processing. Those companies can f
dividends under certain conditions. Acquisition proposals invol
ing higher parent company leverage or a bank in less-tha
satisfactory condition can be subject to a focused review of tl
parent-level debt-servicing ability or any other issue. BHCs al
expected to reach a debt-to-equity ratio of .30 to 1 or less with
12 years after the incurrence of the acquisition debt.

This listing of Board approvals of nonbanking activities by orde
under section 4(c)(8) of the BHC Act has been substantial
reduced due to the nonbanking activities that have been incluc
in the Regulation Y “laundry list” (section 225.28(b)), effective
on April 21, 1997.

This general financial and investment advisory section provide
discussion for the subsequent advisory activities sections that .
based on section 225.28(b)(6) of Regulation Y. The rule permi
bank holding companies and their subsidiaries to engage in fin
cial and investment advisory activities without restriction. BHC:
can engage in any combination of permissible activities. BHC
may provide financial and investment advice (including discretiol
ary investment advice) jointly with permissible agency transa
tional services, investment or trading transactions as principal,
any other listed activity. The regulation clarifies that the exampile
of permissible financial and investment advisory activities ar
illustrative rather than exclusive. Inspection objectives and proc
dures are provided that apply generally to all such activities.

This financial and investment advisory activities section has be
revisedtoinclude the changesin Regulation Y (section 225.28(b)(
that became effective in April 1997. The rule change grouped su
activities together and broadly permits acting as an investment
financial adviser to any person, without restriction. The Board
investment advisory interpretation (section 225.125 of Regt

BHC Supervision Manual June 1998
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New
Section
Number

Previous
Section
Number

Description of the Change

3130.1
continued

3130.3

3130.4

3130.5

3130.6

3200.0

3230.0
3230.05
3230.1
3230.2
3230.3

3240.0

3130.1
3130.3
continued

3130.2
3130.4
3130.6
3600.11

3130.5
3130.7
3260.0
3600.18

3300.0

3310.0

3200.0

3230.0
3230.1

3230.2
3230.3

3240.0

lation Y) is discussed. Ownership, lending, and name restrictions
were lessened. A detailed inspection checklist is provided for the
examiner’s review of financial and investment advisory activities.

Advice in connection with organizational structurings, financing
transactions, financial-feasibility studies, and valuation services is
discussed in this section. It also includes inspection guidance on
real estate investment trusts and on providing financial advice to
foreign governments with respect to issuing their securities.

This section discusses transactions in foreign exchange, structur-
ing and arranging for swaps (including currency swaps), and
similar transactions, commaodities (including nonfinancial com-
modities), and forward contracts, options, futures, and options on a
future, and similar instruments.

The consumer financial counseling section has been revised for the
April 1997 Regulation Y changes that combined the activity with
other financial and investment advisory activities. Regulation Y
removed restrictions from promoting specific products and from
obtaining or disclosing confidential customer information without
the customer’s consent.

Tax-planning and tax-preparation services are now included with
financial and investment advisory activities The section reflects
the Board’s removal of restrictions as indicated above for section
3130.5.

This management consulting services section has been revised to
indicate that bank holding companies may (1) provide manage-
ment consulting services regarding financial, economic, account-
ing, or audit matters to any company, and (2) derive up to 30
percent of their management consulting revenue from manage-
ment consulting services provided to any customer on any matter.
See Regulation Y, section 225.28(b)(9). Management consulting
services and counseling activities were combined within this Regu-
lation Y provision.

These securities brokerage sections have been revised and updated
for the Regulation Y changes. As discussed in sections 3230.0 and
3230.05, the rule no longer distinguishes between discount and
full-service brokerage. Further, certain disclosure requirements
were deleted from the rules. They remain, however, in Board and
interagency policy statements. Also, for subsection 3230.0.3, out-
dated information pertaining to Regulations G, T, or U was deleted
due to the Board’s amendment of these regulations, effective April

1, 1998. (See 1998 FRB 197).

The Regulation Y cites for underwriting and dealing in U.S.
obligations, municipal securities, and money market instruments
have been revised.

BHC Supervision Manual
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New
Section
Number

Previous
Section
Number

Description of the Change

3250.0

3500.0

3600.8

5000.0.3
5000.0.4.1
5000.0.4.5

3250.0

3500.0

3600.8

5000.0.3
5000.0.4.1

3130.2
3130.7
3260.0
3300.0
3310.0
3600.2
3600.11
3600.18
3600.20
4060.8

This futures commission merchant section has been revise
incorporate a risk-focused inspection approach as well as t
Board’s changes to Regulation Y. (See SR-97-33.) The secti
includes revised inspection objectives and procedures and
updated examiner inspection checklist. The listing of laws, regul
tions, interpretations, and Board orders has been updated.

The tie-in arrangements section has been revised to reflec
Board’s decision (1) to rescind the regulatory extension of bar
anti-tying rules to BHCs and their nonbank subsidiaries und
section 106 of the BHC Act Amendments; (2) to retain the limitel
prohibition on tying arrangements involving electronic benef
transfer services; (3) to treat interaffiliate tying arrangements tl
same as intrabank tying arrangements so that a tying arrangernr
is permissible if the tied product is a loan, discount, deposit,
trust service; and (4) to extend the regulatory extension of tl
“traditional bank product” exception to reciprocity arrangements
(See also the subsections beginning at 3070.0.7.4.)

The Regulation Y cites have been updated. Due to amendmr
effective April 1, 1998, outdated Regulation T information wa:
deleted.

Starting at 5000.0.4.1, see the references to the Board's Novem
3, 1997, “Risk-Focused Supervision Policy for Small Shell Banl
Holding Companies” (S-2587) that became effective on Noven
ber 30, 1997. (See SR-97-27.) The policy reflects the supervisi
and inspection program for small shell bank holding companic
(SSBHCs) having less than $1 billion in consolidated assets T
policy amended the inspection scope and frequency requireme
of SR-85-28, “Examination Frequency and Communicating wit!
Directors.” A risk assessment of each SSBHC and appropria
supervision strategy must be completed once each “supervisc
cycle.” The supervisory cycle is determined by the examinatio
frequency that is mandated for the lead subsidiary bank.

These sections have been deleted from the manual.
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FILING INSTRUCTIONS

Remove Insert

1010.0, pages 1 through 13 1010.0, pages 1 through 13

2000 Table of Contents, pages 1 through 13 2000 Table of Contents, pages 1 through 19
2090.2, pages 1 through 5 2090.2, pages 1 through 5

3000 Table of Contents, pages 1 through 15 3000 Table of Contents, pages 1 through 20

3000.0, pages 7 through 14 3000.0, pages 7 through 10
3070.0, pages 47 and 48 3070.0, pages 47 and 48
3130.0, page 1 3130.0, pages 1 through 3
3130.1, pages 1 through 2.1 3130.1, pages 1 through 14

pages 3 through 13
3130.2, pages 1 and 2

3130.3, page 1 3130.3, pages 1 through 6
3130.4, page 1 3130.4, pages 1 through 6
3130.5, page 1 3130.5, page 1

3130.6, page 1 3130.6, pages 1 and 2

3130.7, page 1

3200.0, pages 1 through 4 3200.0, pages 1 through 4

3230.0, pages 1 through 12 3230.0, pages 1 through 12
3230.05, page 1

3230.1, page 1 3230.1, page 1
3230.2, page 1 3230.2, page 1
3230.3, page 1 3230.3, page 1
3240.0, pages 1 through 13 3240.0, pages 1 through 13
3250.0, pages 1 through 17 3250.0, pages 1 through 27

3260.0, pages 1 and 2
3300.0, pages 1 and 2
3310.0, pages 1 and 2

3320.0, pages 1 and 2 3320.0, pages 1 and 2
3330.0, pages 1 and 2 3330.0, pages 1 and 2
3340.0, pages 1 and 2 3340.0, pages 1 and 2
BHC Supervision Manual June 1998

Page 4



Bank Holding Company Supervision Manual Supplement 14—June 19

Remove Insert

3500.0, pages 1 through 4 3500.0, pages 1 through 5

3600.2, page 1

3600.8, pages 1 and 2 3600.8, pages 1 and 2

3600.11, page 1

3600.16, pages 1 and 2 3600.16, pages 1 and 2

3600.18, pages 1 through 3

3600.20, page 1

4000 Table of Contents, pages 1 through 3 4000 Table of Contents, pages 1 through 5
4060.8, pages 1 through 5

5000 Table of Contents, pages 1 through 5 5000 Table of Contents, pages 1 through 6
5000.0, pages 1 through 8.4 5000.0, pages 1 through 23
pages 9 through 15
6000.0, pages 1 through 49 6000.0, pages 1 through 48
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Supplement 13—December 199

This supplement reflects decisions of the Boargisory instructions issued by the Division of
of Governors, new and revised statutory an@anking Supervision and Regulation since the
regulatory provisions, and new or revised supempublication of the June 1997 supplement.

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.10 2060.6 These sections were revised to include limited changes to mana

2060.0 2060.0 ment information systems (MIS) inspection guidelines and proc

2060.1 2060.1 dures developed by a designated (MIS) Federal Reserve Syst

2060.2 2060.2 task force.

2060.3 2060.3

2060.4 2060.4

2090.0 2090.0 This section on control has been revised to reflect the repec
section 2(g)(3) of the BHC Act and to provide current definition:
of “company,” “company covered in 1970,” and “acting through
others” under the Bank Holding Company Act or the 1970 amen
ments. Most of the changes resulted from passage of the Econo
Growth and Regulatory Paperwork Reduction Act of 1996.

2090.05 This section on qualified family partnerships describes a new cl
of companies consisting of general or limited partnerships that &
exempt from the definition of company in the BHC Act, and thu
are not subject to many of the provisions of the act if certai
conditions are met.

2270.0 This section on criminal referral information is obsolete. See t
Suspicious Activity Report ManugUuly 1996) and theBank
Secrecy Act Examination Manug@eptember 1997).

3000.0, 3000.0, This appendix has been updated to reflect nonbanking activiti

appendix1  appendix 1  added to section 225.28(b) of Regulation Y (the “laundry list”),
effective April 21, 1997.

3110.0 3110.0 This section is revised to reflect the April 1997 Regulation
changes for owning, controlling, and operating nonbank depo:
tory institutions (industrial banking—the institutions are not banks
and savings associations.

3111.0 3185.0 This section has been revised to include more current Board or
on the owning, controlling, or operation of a savings association

3140.0 3140.0 The personal and real property leasing section was revised fo

April 1997 changes to Regulation Y. The changes consisted
(1) the removal of numerous restrictions in order to permit great
flexibility in acquiring leasable property in quantity and to sell ol
re-lease property and (2) clarifications on requirements for
nonoperating lease, especially automobiles.

BHC Supervision Manual December 1997
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New Previous

Section Section

Number Number Description of the Change

3150.0 3150.0 The community development activities section has been updated

with Board orders and interpretations, as well as for the April 1997
inclusion of community development advisory and related ser-
vices into Regulation Y.

3160.0 3160.0 This EDP servicing section has been revised for the April 1997
revision of Regulation Y by removing requirements for written
agreements and providing for the limited processing and transmis-
sion of data that are not financial, banking, or economic.

3210.0 3210.0 This payment instruments section was revised to reflect the
Board’s removal of the limitation on the face amount of such
instruments (see the April 1997 Regulation Y revision).

3220.0 3220.0 The arranging of real estate equity financing section reflects the
removal of two limitations on the nonbanking activity (see the
April 1997 Regulation Y revision).

3600.22 This section is deleted since it is incorporated into section 3150.0
5030.0, 5030.0, lllustrative report page—title change only.
page 4 page 4
5052.0 This section provides targeted inspection guidance for manage-

ment information systems (MIS) for the examiner’s use in deter-
mining whether adequate systems are in place that will provide
senior management and the board of directors with sufficient,
reliable, and timely data to make informed decisions for monitor-
ing and managing the entity’s risks.

2020.2 2020.2 These sections were revised to reflect revised Regulation Y section
2190.0.7 2190.0.7 references and/or additional Board order references.
3090.0 3090.0

3090.1 3090.1

3090.2 3090.2

3100.0 3100.0

3120.0 3120.0

3160.1 3160.1

3170.0 3170.0

3180.0 3180.0

3190.0 3190.0

3270.0 3270.0

FILING INSTRUCTIONS

Remove Insert

1010.0, pages 1 through 13 1010.0, pages 1 through 13

2000 Table of Contents, pages 1 through 6 2000 Table of Contents, pages 1 through 6
page 13 page 13

BHC Supervision Manual December 1997
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Remove

Insert

2020.2, pages 1 and 2
2060.0, page 1

2060.1, pages 1 through 4
2060.2, pages 1 and 2
2060.3, page 1

2060.4, pages 1 and 2
2060.6, pages 1 and 2
2090.0, pages 1 through 5

2190.0, pages 5 through 9

2270.0, pages 1 and 2

3000 Table of Contents, pages 1 through 15
3000.0, pages 5 and 6

3090.0, page 1

3090.1, page 5

3090.2, pages 5 and 6
3100.0, pages 1 through 8
3110.0, pages 1 and 2

3120.0, page 1

3140.0, pages 1 through 12
3150.0, pages 1 and 2
3160.0, pages 1 through 5
3160.1, pages 1 and 2
3170.0, pages 1 through 10
3180.0, pages 1 through 4
3185.0, pages 1 and 2

2010.10, pages 1 and 2

2020.2, pages 1 and 2
2060.0, page 1

2060.1, pages 1 through 4
2060.2, pages 1 and 2
2060.3, page 1

2060.4, pages 1 through 3

2090.0, pages 1 through 5
2090.05, page 1
2190.0, pages 5 through 9

3000 Table of Contents, pages 1 through 15

3000.0, pages 5 and 6
pages 6.1 through 6.3

3090.0, page 1

3090.1, page 5
3090.2, pages 5 and 6
3100.0, pages 1 through 8
3110.0, pages 1 and 2

3111.0, pages 1 and 2

3120.0, page 1
3140.0, pages 1 through 12
3150.0, pages 1 through 4
3160.0, pages 1 through 6
3160.1, pages 1 and 2
3170.0, pages 1 through 10
3180.0, pages 1 through 4

December 1997
Page 3
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Remove Insert

3190.0, pages 1 and 2 3190.0, pages 1 and 2
3210.0, pages 1 and 2 3210.0, pages 1 and 2
3220.0, pages 1 and 2 3220.0, pages 1 and 2
3270.0, pages 1 through 3 3270.0, pages 1 through 3

3600.22, page 1
5000 Table of Contents, page 5 5000 Table of Contents, page 5
5030.0, pages 3 and 4 5030.0, pages 3 and 4

5052.0, pages 1 through 5
6000.0, pages 1 through 49 6000.0, pages 1 through 49
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Supplement 12— June 199

This supplement reflects decisions of the Boargisory instructions issued by the Division of
of Governors, new and revised statutory an@anking Supervision and Regulation since the
regulatory provisions, and new or revised supempublication of the December 1996 supplement.

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2010.9

2050.0.3.2
2050.0.3.3

2070.0

2124.0

2127.0

2185.0

2050.0.3.2
2050.0.3.3

2070.0

2185.0

This section provides supervisory guidance pertaining to requi
absences from sensitive positions. See SR-96-37.

These subsections pertain to extensions of credit to BHC officia
They consist of two recent changes to Regulation O. The fir
change, effective November 4, 1996, permits insiders of a ste
member bank and of the bank’s affiliates to obtain loans und
company-wide employee benefit plans. The second change, eff
tive April 1, 1997, states, subject to specified conditions, th:
Regulation O will not apply to extensions of credit by a membe
bank to an executive officer or director of an affiliate.

This section pertains to tax payments by bank holding compar
The section has been updated with current accounting standard:
also includes information derived from SR-96-26 on the ne
Subchapter S Internal Revenue Code elections for bank holdi
companies, initiated by the Small Business Protection Act of 199

This section provides examination guidance as to risk-focus
safety-and-soundness inspections. Risk-focused inspectic
emphasize effective planning and scoping (including advance ri
assessments) to customize the work to correspond with the s
and activities of the bank holding company, concentrating exar
iner resources and transaction testing on areas that focus on
greatest degree of risk. See SR-96-14.

This section includes general inspection guidance for evaluat
the management of interest-rate risk. It emphasizes the Boar
adoption of a joint agency policy statement on interest-rate ris
(effective June 26, 1996). See SR-96-13.

This section includes inspection guidance for section 20 nonb
company subsidiaries of bank holding companies. The section t
been revised to include (1) a September 11, 1996, Board pr
release regarding the interest earned on debt securities the
member bank may hold for its own account; (2) a clarificatio
detailed in an October 30, 1996, Board letter to the ABA Secur
ties Association with respect to the Board’s September 11, 19¢
action; (3) the November 7, 199&ederal Registemotice on
easing or removing restrictions on director, officer, and employz
interlocks, cross-marketing activities, and the purchase and sale
financial assets; (4) the December 20, 1996, Board approval o
change (effective March 6, 1997) in the revenue limit from 10 t

BHC Supervision Manual June 1997
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New Previous

Section Section

Number Number Description of the Change

2185.0 2185.0 25 percent and the elimination of the alternative indexed-revenue

continued continued test; and (5) the January 9, 1997, Board removal of a prudential
limitation on prior Board approval for BHC funding of section 20
companies.

3000.0.3, 3000.0.3, This appendix has been updated for new nonbanking activities

appendix 2  appendix2  approved by Board order on an individual basis under sec-
tion 4(c)(8) of the BHC Act.

3000.0.4, 3000.0.4, This appendix has a footnote added to item 24 indicating that the

appendix 3 appendix 3  previously denied activity, clearing securities options and notes
and other financial instruments for the accounts of professional
floor traders, was recently approved by the Board on a very limited
basis. See 1997 FRB 138.

3030.0 3030.0 This revised section discusses acquisition of DPC shares or assets.
The revisions incorporate changes to section 4(c)(2) of the BHC
Act, based on the Economic Growth and Regulatory Paperwork
Reduction Act of 1996, as well as February 1997 changes to
section 225.22(d) of Regulation Y. With System approval, shares
and other assets may be held for up to five years. If a good faith
effort is made to dispose of the shares, real estate, or other assets
within five years, additional extensions for up to five years may be
granted, for a maximum extension period of 10 years. Previously,
only real estate could be held beyond the initial five years (with
System approval).

3070.0 3070.0 This section provides inspection guidance on mortgage banking,

updated for Statement of Financial Accounting Standards (SFAS)
No. 125, “Accounting for Transfers and Servicing of Financial
Assets and Extinguishment of Liabilities” (issued in June 1996
and amended in December 1996). Mortgage-servicing rights and
excess servicing-fee and certain interest-only strips receivables are
now termed mortgage-servicing assets.

SFAS 125 uses a consistent financial-components approach that
emphasizes control. When financial assets are transferred, a BHC
should recognize the financial and servicing assets it controls and
the liabilities it has incurred. It should remove the financial assets
from the balance sheet when control has been surrendered, and
liabilities should also be removed from the balance sheet when
they have been extinguished.

SFAS 125 provides consistent standards for determining whether
transfers of financial assets should be treated as sales or secured
borrowings. The Financial Accounting Standards Board has deferred
until January 1, 1998, the provisions that govern transactions such
as secured borrowings and collateral arrangements, repurchase
agreements, and securities lending.

References to SFAS 122, “Accounting for Mortgage Servicing
Rights,” have been deleted or revised based on SFAS 125.

BHC Supervision Manual
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Description of the Change

New Previous
Section Section
Number Number
3160.2

3160.3

3160.4

3230.4 3600.19
3600.13.14

4060.3.2 4060.3.2
4060.3.2.1.1.4

4070.0.8 4070.0.8
4070.0.8.1 4070.0.8.1

This section supplements EDP servicing. It summarizes the Boal

decision that electronic benefit transfer, stored-value card (op
and closed systems), and electronic data interchange servi
(capturing, formatting, and furnishing merchant sales data) &
activities that are closely related to banking, permissible und
section 225.28(b)(14) of Regulation Y.

This supplemental section to EDP servicing briefly summariz
the Board’s decision that the withdrawal of funds from a ban
account in the form of travelers’ checks, money orders, ar
postage stamps, using an ATM card and an ATM machine, is
activity closely related to banking, permissible under sec
tion 225.28(b)(14) of Regulation Y.

This supplemental section to EDP servicing summarizes 1
Board’s decision that providing data processing services in co
nection with the distribution, through ATMs, of tickets, gift certifi-
cates, and prepaid telephone cards is an activity that is clos
related to banking, permissible under section 228.25(b)(14)

Regulation Y.

This section discusses riskless-principal and private-placer
nonbanking activities, including summaries of respective Boal
orders and the February 1997 revision to section 228.25(b)(7)
Regulation Y.

Two new nonbanking activities, approved only by Board order,
discussed: (1) operating a primary clearing firm for a limite
number of floor traders and (2) providing brokerage services f
forward contracts on financial and nonfinancial commodities. St
1997 FRB 138.

This subsection provides an overview of the capital adeqt
guidelines using the risk-based measure. Reference is made to
Trading Activities Manualor more detailed examiner guidance on
evaluating the applicability and adequacy of capital charges f
market risk resulting from trading activities.

This revision conveys the Board’'s October 21, 1996, annour
ment that certain cumulative preferred stock instruments can
included in tier 1 capital for BHCs. The instruments are markete
under a variety of proprietary names and are issued from
special-purpose subsidiary that is wholly owned by the pare
company. The proceeds are lent to the parent in the form of a ve
long-term, deeply subordinated note.

Cumulative preferred stock of a bank holding company is limite
to 25 percent of tier 1 capital.

These subsections address the rating of consolidated bank holc
company capital under the BOPEC rating system. The subsectic
have been updated to reflect the application of the current capi
measures.

June 1997
Page 3
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New Previous

Section Section

Number Number Description of the Change

4070.0.9 4070.0.9 These sections have been revised to indicate that the BOPEC

5010.4 5010.4 composite rating, as well as its components, will be disclosed, the
latter beginning January 1, 1997. Section 5010.4 provides an
example of how the information should be reported. See SR-96-26.

5010.5 5010.5 This section provides clarified nonbank loan-review reporting
instructions for the Scope of Inspection and Abbreviations report
page.

5010.7 5010.7 This section provides report instructions for the bank holding
company’s audit program. The section is revised to reflect a
change for the asset threshold of $500 million or more for indepen-
dent audits for the FR Y-6 annual report.

2010.2 2010.2 These sections were revised on a limited basis to reflect the

2110.0.1.1 2110.0.1.1 Board’s December 24, 1996, adoption of a revised Uniform Finan-

4010.2 4010.2 cial Institutions Rating System on an interagency basis. Included

4020.9 4020.9 in that system is the revised CAMELS rating system for banks.

4070.04 4070.04 The new “S” component will focus on an institution’s ability to

4080.0 4080.0 monitor and manage market risk. See SR-96-38.

5000.0.4.2 5000.0.4.2

5010.17 5010.17

5010.41 5010.41

FILING INSTRUCTIONS

Remove

Insert

1010.0, pages 1 through 13

1010.0, pages 1 through 13

2000 Table of Contents, pages 1 through 13 2000 Table of Contents, pages 1 through 13

2010.2, pages 1 and 2

2050.0, pages 3 through 8

2070.0, pages 1 through 3

2090.1, pages 1 and 2

2110.0, pages 1 and 2

2185.0, pages 1 through 56

2010.2, pages 1 and 2
2010.9, pages 1 and 2

2050.0, pages 3 through 8
page 8.1

2070.0, pages 1 through 3

2090.1, pages 1 and 2

2110.0, pages 1 and 2
2124.0, pages 1 through 7
2127.0, page 1

2185.0, pages 1 through 50

3000 Table of Contents, pages 1 through 15 3000 Table of Contents, pages 1 through 15
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Remove

Insert

3000.0, pages 1 through 4
pages 11 through 14

3030.0, pages 1 through 4
3070.0, pages 5 and 6
pages 9 and 10

pages 13 and 14
pages 17 through 62

3270.0, pages 1 and 2
3600.13, page 15
3600.19, pages 1 through 3
4000 Table of Contents, pages 1 through 3
4010.2, pages 3 and 4
4020.9, page 1
4060.3, pages 1 and 2
page 2.1
pages 3 through 8
4070.0, pages 3 through 9
4080.0, pages 1 through 5
5000.0, pages 3 through 6
5010.4, page 1
5010.5, page 1
5010.7, page 1
5010.17, page 1
5010.41, page 1
6000.0, pages 1 through 48

3000.0, pages 1 through 4
pages 11 through 14

3030.0, pages 1 through 4

3070.0, pages 5 and 6
pages 9 and 10
pages 13 and 14
pages 17 through 62

3160.2, pages 1 through 3

3160.3, page 1

3160.4, page 1

3230.4, pages 1 through 4

3270.0, pages 1 and 2

3600.13, pages 15 through 17

4000 Table of Contents, pages 1 through 3
4010.2, pages 3 and 4
4020.9, page 1
4060.3, pages 1 through 8
page 8.1
4070.0, pages 3 through 9
4080.0, pages 1 through 5
5000.0, pages 3 through 6
5010.4, pages 1 and 2
5010.5, page 1
5010.7, page 1
5010.17, page 1
5010.41, page 1
6000.0, pages 1 through 49

June 1997
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Supplement 11—December 199

This supplement reflects decisions of the Board To make the contents easier to use, a gener
of Governors, new and revised statutory andable of contents and detailed contents pages f
regulatory provisions, and new or revised supereach of the major parts of the manual are include
visory instructions issued by the Division ofwith this update.

Banking Supervision and Regulation since the

publication of the June 1996 supplement.

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2129.0

3000.0.3,
appendix 2

3000.0.4,
appendix 3

3130.1

3230.0.4
3230.0.11.1

3600.3

3000.0.3,
appendix 2

3000.0.4,
appendix 3

3130.1

3230.0.4
3230.0.11.1

3600.3

This section consists of supervisory and examiner guidance on
use of credit derivatives by banking organizations. The guidan
focuses on the use of credit derivatives for risk management, yie
enhancement, reduction of credit concentrations, or diversificati
of overall risk. Emphasis is placed on establishing sound ris|
management policies and procedures and effective internal c
trols with respect to credit derivatives. See SR-96-17. See al
subsections 4060.3.5.3.9 and 4060.3.11 for information on t
risk-based capital treatment for credit derivatives.

This appendix has been updated for new nonbanking activiti
approved by Board order on an individual basis under sectic
4(c)(8) of the BHC Act.

This section is revised to reflect Board orders that authorized t
trading in platinum and palladium coin and bullion as nonbankin
activities; these were nonbanking activities previously denied |
the Board.

This section is revised for the Board’s adoption of a final r
amending its interpretive rule, effective September 30, 199
regarding investment adviser activities of bank holding comp:
nies. The new rule allows a bank holding company (and its bat
and nonbank subsidiaries) to purchase, in a fiduciary capaci
securities of an investment company advised by the bank holdi
company if the purchase is specifically authorized by the terms
the instrument creating the fiduciary relationship, by court orde
or by the law of the jurisdiction under which the trust is adminis
tered.

These subsections have been revised to reflect the Board’s d
sion to rescind a June 27, 1986, staff interpretive letter (it
so-called “Sovran Letter”). The letter set forth restrictions that «
bank holding company had to abide by in selling mutual fund ar
unit investment trust shares through a nonbank subsidiary enga
in securities brokerage.

This section was revised to reflect the Board’s order authorizir
bank holding company to trade in palladium coin and bullion.

BHC Supervision Manual December 1996
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New Previous
Section Section
Number Number

Description of the Change

3600.13.12

3600.13.13

3600.15.5

3600.16.2

3600.21.6

3600.29

3600.30

3600.31

4060.3.2 4060.3.2

4060.3.5.3.9
4060.3.11 4060.3.11

This new subsection discusses the Board’s order authorizing FCM
execution, clearance, and advisory nonbanking services for con-
tracts on financial and nonfinancial commaodities for noninstitu-
tional investors.

This new subsection is a summary of the Board's order authoriz-
ing a bank holding company’s wholly owned asset-management
nonbank subsidiary to serve as a commodity pool operator of
investment funds involved in purchasing and selling futures and
options on futures on certain financial and nonfinancial commodi-
ties (“commodity pools”).

This subsection reflects the Board’s order authorizing a nonbank-
ing activity involving the acquisition of defaulted debt.

This new subsection discusses the Board’'s order authorizing
education-financing and advisory services as a nonbanking activ-
ity for bank holding companies.

This subsection summarizes the Board’s order authorizing limited
nonbanking activities to underwrite “private ownership” indus-
trial development bonds issued for the provision of certain “tradi-
tional governmental services.”

This section summarizes the Board’s order authorizing as a non-
banking activity a bank holding company’s providing of employ-
ment histories to third parties for a fee.

This section discusses the Board’s authorization of real estate title
abstracting as a nonbanking activity for bank holding companies.

This section reflects the Board’s order authorizing a bank holding
company to engage in the nonbanking activity of transmitting
money for customers located in the United States to third parties
located in a foreign country.

This subsection has been revised to alert examiners to the exist-
ence of supplemental risk-based capital rules (Regulation Y,
appendix E) that adjust the risk-based capital for market risk
involved in trading activities.

These subsections address the risk-based capital treatment of
credit derivatives. See section 2129.0 and SR-96-17.

BHC Supervision Manual
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FILING INSTRUCTIONS

Remove Insert

1010.0, pages 1 through 44 1010.0, pages 1 through 13

2000 Table of Contents, pages 1 through 13
(Insert directly behind 2000 Supervisory
Policy and Issues tab)

2129.0, pages 1 through 7

3000 Table of Contents, pages 1 through 15
(Insert directly behind 3000 Nonbanking
Activities tab)

3000.0, pages 11 through 14 3000.0, pages 11 through 14
3130.1, pages 1 and 2 3130.1, pages 1 and 2
page 2.1

3230.0, pages 3 and 4 3230.0, pages 3 and 4

pages 9 through 12 pages 9 through 12
3600.3, pages 1 and 2 3600.3, pages 1 and 2
3600.13, pages 11 and 12 3600.13, pages 11 through 15
3600.15, pages 3 and 4 3600.15, pages 3 through 5
3600.16, page 1 3600.16, pages 1 and 2

3600.21, pages 5 and 6
3600.29, pages 1 and 2
3600.30, pages 1 and 2
3600.31, pages 1 and 2

4000 Table of Contents, pages 1 through 3
(Insert directly behind 4000 Financial

Analysis tab)
4060.3, pages 1 and 2 4060.3, pages 1 and 2
pages 21 and 22 page 2.1
pages 31 and 32 pages 21 and 22
page 22.1

pages 31 and 32

5000 Table of Contents, pages 1 through 5
(Insert directly behind 5000 BHC Inspection
Program tab)
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Remove

Insert

6000.0, pages 1 through 18
pages 35 and 36
pages 39 and 40
pages 45 through 48
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Supplement 10—June 199¢

This supplement reflects decisions of the Boartlons issued by the Division of Banking Super-
of Governors, new and revised statutory andision and Regulation since the publication of
regulatory provisions, and supervisory instructhe December 1995 supplement.

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2020.1.1 2020.1.1 This subsection has been revised to include the Board’s April

2050.0.3.2 2050.0.3.2

3000.0, 3000.0,
Appendix 2  Appendix 2

3070.0 3070.0
3240.0 3240.0
3600.3 3600.3

1996, adoption of a definition of capital stock and surplus fc
purposes of section 23A of the Federal Reserve Act that is effe
tive July 1, 1996. The definition conforms to the definition of
unimpaired capital stock and unimpaired surplus used by tl
Federal Reserve Board in calculating the limits in Regulation |
for insider lending and by the Office of the Comptroller of the
Currency in calculating the limit on loans by a national bank to
single borrower.

This subsection has been amended for the Board’s June 7,
adoption of an amendment to Regulation O to conform the defir
tion of unimpaired capital and unimpaired surplus to the definitio
of capital and surplus adopted by the OCC mentioned above. T
final rule became effective on July 1, 1995.

This appendix has been updated for new nonbanking activiti
approved by Board order on an individual basis under sectic
4(c)(8) of the BHC Act.

This section has been completely revised to incorporate |
mortgage banking inspection procedures for nonbanking subsi
aries of bank holding companies. The procedures were develof
by a Federal Reserve System task force for use in conducti
examinations or inspections of mortgage banking subsidiaries
state member banks or bank holding companies. The procedu
primarily focus on board oversight and management, activitie
such as production, marketing, servicing/loan administratiol
financial analysis, mortgage-servicing rights, and intercompal
transactions.

This section has been revised to delete information that is
longer applicable to underwriting and dealing in U.S. obligation:
municipal securities, and money market instruments.

This section now includes the Board’s order authorizing a BH(
section 20 subsidiary to trade platinum coin and bullion for its ow
account, a new nonbanking activity under section 4(c)(8) of tf
BHC Act. See 1995 FRB 190.

BHC Supervision Manual June 1996
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New Previous

Section Section
Number Number

Description of the Change

3600.13.5

3600.13.6

3600.13.7

3600.13.8

3600.13.9

3600.13.10

3600.13.11

3600.18.4

4070.1

This new section reflects the Board’s approval by order of a
BHC'’s application for its section 20 subsidiary to engage as an
FCM in executing and clearing, and clearing without executing,
futures and options on futures on nonfinancial commodities as a
nonbanking activity under section 4(c)(8) of the BHC Act. See
1993 FRB 1049.

This new section discusses the Board’s approval of an order
authorizing a new FCM nonbanking activity under section 4(c)(8)
of the BHC Act—providing FCM and related advisory services for
options on Eurotop 100 index futures and one-month Canadian
banker’s acceptance futures. See 1995 FRB 188-189.

This new section summarizes the Board’s approval of an order for
a section 20 company to act as an FCM in trading for its own
account, for purposes other than hedging, in futures, options, and
options on futures contracts based on certificates of deposit or
other money market instruments per section 4(c)(8) of the BHC
Act. See 1995 FRB 190.

This new section reviews an order whereby the Board authorized,
under section 4(c)(8) of the BHC Act, for a section 20 company to
act as an originator, principal, agent, broker, or advisor with
respect to commodity and index swap transactions. See 1995 FRB
185.

This new section addresses the Board’s approval of an order
authorizing, under section 4(c)(8) of the BHC Act, an FCM to
trade for one’s own account, for purposes other than hedging, in
futures, options, and options on futures contracts based on com-
modities or on stock, bond, or commodity indices. See 1995 FRB
192-193.

This new section summarizes the prior-approval requirements for
BHCs proposing to engage in FCM activities under section 4(c)(8)
of the BHC Act. See SR-95-14.

This new section reflects the Board’s approval of a BHC's applica-
tion to provide discretionary portfolio management services on
futures and options on futures on financial commodities in combi-
nation with FCM transactional services under section 4(c)(8) of
the BHC Act. See 1995 FRB 386.

This new section discusses the Board’s approval of a BHC's
application to provide discretionary portfolio management ser-

vices on futures and options on futures on nonfinancial commodi-
ties under section 4(c)(8) of the BHC Act. See 1995 FRB 803.

This new section provides guidance for evaluating risk-
management systems of BHCs. System examiners now assign a
supervisory rating to the adequacy of a BHC'’s risk-management
processes. See SR-95-51.
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FILING INSTRUCTIONS

Remove

Insert

title page/price page
1010.0, pages 19 and 20
pages 31 and 32

pages 37 and 38
page 38.1

2010.5, pages 3 and 4
2020.1, pages 1 and 2

2050.0, pages 5 and 6
2080.05, pages 1 and 2
2080.3. pages 1 and 2
2090.2, page 5

2090.6, pages 3 and 4
2175.0, pages 1 and 2
2190.0, pages 3 and 4
3000.0, pages 9 through 13
3070.0, pages 1 through 13
3090.2, pages 1 and 2
3240.0, pages 1 through 6
3600.3, page 1

3600.18, pages 1 and 2

5000.0, pages 5 and 6
5010.1, pages 1 through 3
5030.0, pages 1 through 4
6000.0, pages 1 through 46

title page/price page

1010.0, pages 19 and 20

pages 20.1 and 20.2
pages 31 and 32
page 32.1

pages 37 and 38
page 38.1

2010.5, pages 3 and 4

2020.1, pages 1 and 2
page 2.1

2050.0, pages 5 and 6
2080.05, pages 1 and 2
2080.3, pages 1 and 2
2090.2, page 5
2090.6, pages 3 and 4
2175.0, pages 1 and 2
2190.0, pages 3 and 4
3000.0, pages 9 through 14
3070.0, pages 1 through 62
3090.2, pages 1 and 2
3240.0, pages 1 through 6
3600.3, pages 1 and 2

3600.13, pages 5 through 12

3600.18, pages 1 through 3

4070.1, pages 1 through 5

5000.0, pages 5 and 6
5010.1, pages 1 through 3
5030.0, pages 1 through 4
6000.0, pages 1 through 48
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This supplement reflects decisions of the Boartlons issued by the Division of Banking Super-
of Governors, new and revised statutory andision and Regulation since the publication of
regulatory provisions, and supervisory instructhe June 1995 supplement.

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change

2010.6 2010.6 This section has been revised to include SR-95-46, a discus
of a September 12, 1995, joint interagency interpretation ¢
the February 17, 1994, Interagency Statement on Retail Sales
Nondeposit Investment Products (SR-94-11) and on using abbre
ated disclosures under certain circumstances.

2010.7 2010.7 These sections have been amended to provide examiner guida

2065.1 2065.1 on assessing the portion of the allowance for loan and lease los

2065.2 2065.2 (ALLL) for impaired loans (see SR-95-38). Examiners, howeve

should focus primarily on the assessment of the adequacy of 1
overall ALLL. The guidance gives recognition to revisions of
Financial Accounting Standards Board Statement Nos. 114 a
118 (FAS 114 and FAS 118). FAS 114 and FAS 118 set standal
for estimating the impairment of a loan for general financie
reporting purposes.

4060.3.5.1.1.1 4060.3.5.1.1.1 These subsections have been revised to include the Board's ac
4060.3.5.1.1.2 4060.3.5.1.1.2 tion of an interim final rule on July 26, 1995 (effective August 1
4060.3.5.1.3 4060.3.5.1.3 1995). The rule change was adopted in response to the Finan

4060.3.5.2.4

Accounting Standards Board’s Statement No. 122, “Accountin
for Mortgage-Servicing Rights” (FAS 122). FAS 122 requires
originated mortgage-servicing rights (OMSRS) to be treated tl
same as purchased mortgage-servicing rights (PMSRs), that
capitalized as balance-sheet assets (see section 4060.4 bel
Under the interim rule, both OMSRs and PMSRs are “include
in” (not deducted from) regulatory capital when determining
Tier 1 (core) capital, subject to the regulatory capital limitation
that previously applied only to PMSRs.

This new subsection reflects the Board’'s August 25, 1995, ac
tion of a final rule (effective September 1, 1995) amending th
risk-based measure of the capital adequacy guidelines. Ri
weighted assets used to calculate capital ratios can include o
the amount of retained recourse for transfers of small-busine
loans and leases on personal property. The rule has the effec
lowering capital requirements for small-business loans and lea:
on personal property that have been transferred with recourse
qualified banking organizations.

BHC Supervision Manual December 1995
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New Previous
Section Section
Number Number Description of the Change

4060.3.5.3.4 4060.3.5.3.4 These subsections have been revised to include the Board's

4060.3.5.3.4.1 4060.3.5.3.4.1 August 25, 1995, adoption of final rule amendments (effective

4060.3.5.3.4.2 4060.3.5.3.4.2 October 1, 1995) to the risk-based measure of the capital adequacy

4060.3.5.3.6 4060.3.5.3.6 guidelines for bank holding companies. The changes are three-
fold: First, new conversion factors have been added for long-dated
interest-rate and exchange-rate contracts and for derivative con-
tracts related to equities, precious metals, and other commodities.
Second, recognition is given to the effects of netting arrangements
in calculating potential future credit exposure for contracts subject
to qualifying bilateral netting arrangements. Third, derivative con-
tracts related to equities, precious metals, and other commodities
are recognized in bilateral netting arrangements.

4060.4 4060.4 This section has also been revised to treat OMSRs the same as
PMSRs for the leverage measure of the capital adequacy guide-
lines, in accordance with the Board’'s July 26, 1995, adoption of
the above-mentioned interim rule.

4080.0 4080.0 This section has been substantially revised to include revisions to
the Systemwide Bank Holding Company Surveillance Program.
The changes (1) incorporate SEER and CAMEL ratings into the
program, (2) vary the exceptions based on the condition of the
banking industry, (3) incorporate supplemental screens, (4) pro-
vide a monitoring tool for BHCs with assets below $150 million,
and (5) improve communication within the Reserve Bank System.

See SR-95-43.

FILING INSTRUCTIONS

Remove Insert

Title Page Title Page

1010.0, page 2.1 1010.0, page 2.1
pages 5 and 6 pages 5 and 6
pages 29 and 30 pages 29 and 30
pages 35 through 38 pages 35 through 38 and 38.1
2010.6, pages 1 through 18 2010.6, pages 1 through 20
2010.7, pages 1 through 9 2010.7, pages 1 through 9
2065.1, pages 1 through 4 2065.1, pages 1 through 5
2065.2, pages 1 and 2 2065.2, pages 1 through 3
3090.2, pages 3 and 4 3090.2, pages 3 and 4
3170.0, pages 7 and 8 3170.0, pages 7 and 8
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Remove Insert
4060.3, pages 1 through 14 4060.3, pages 1 through 16 and 16.1

pages 14.1 through 14.5 pages 17 through 33

pages 15 through 26
4060.4, pages 1 and 2 4060.4, pages 1 and 2
4080.0, page 1 4080.0, pages 1 through 5
5030.0, pages 3 and 4 5030.0, pages 3 and 4
6000.0, pages 1 through 46 6000.0, pages 1 through 46
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Supplement 8—June 199¢

This supplement reflects decisions of the Boartlons issued by the Division of Banking Super-
of Governors, new and revised statutory andision and Regulation since the publication of
regulatory provisions, and supervisory instructhe December 1994 supplement.

LIST OF CHANGES

New
Section
Number

Previous
Section
Number

Description of the Change

2010.8

2126.0

2185.0.5.2.1 2185.0.5.2.1
2185.0.5.2.4.3 2185.0.5.2.4.3 been enhanced for infrastructure inspections pertaining to equ

2185.0.5.4.7

2185.0.5.4.7

This new section includes examiner guidance on the sharing
corporate facilities and staff within banking organizations. Whe
officials and employees have responsibilities for offices or affil
ates of a banking organization, particularly those that share faci
ties, those responsibilities should be clearly defined and, wh
appropriate, disclosed or made clear to customers and the public
general. Furthermore, in establishing staff responsibilities, ma
agement should ensure that they are within the scope of t
entity’s license or charter and that each staff member who make
commitment to a counterparty on behalf of an entity has both tl
corporate legal authority and capacity to do so. See SR-95-
(SUP).

This new section pertains to the inspection of nontrading activit
of BHCs and their subsidiaries. It provides examiner guidance ¢
evaluating the risk-management practices and internal contr
used by banking organizations in acquiring and managing sect
ties and off-balance-sheet derivative contracts for “nontrading
purposes. When evaluating nontrading activities, examiners mi
ensure that banking organizations employ sound risk-managem
practices consistently across these varying product categori
regardless of legal characteristics or nomenclature.

These basic principles emphasize controlling aggregate ri
exposures on a consolidated basis, while recognizing legal distir
tions and possible obstacles to cash movements among subs
aries. More generally, the principles set forth fundamental risl
management practices that are relevant to most portfoli
management endeavors. See SR-95-17.

These Section 20 nonbank company inspection procedures h

underwriting and dealing. Further guidance is provided as
definitional and other issues relating to preferred stock, convertik
debt securities, and the acquisition of voting shares of a nonba
company.

The Section 20 nonbank company inspection procedures a
vised to emphasize that bank affiliates generally may not act
agent or engage in marketing activities for bank-ineligible secur
ties underwriting. It is noted that the Board, by Order, has permi
ted Regulation K affiliates to act as an agent for a Section ?
company for bank-ineligible securities transactions.

BHC Supervision Manual June 1995
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New Previous
Section Section
Number Number

Description of the Change

2185.0.7 2185.0.7

2185.0.8 2185.0.8

2185.0.14

2231.0 2231.0

3000.0 3000.0

3500.0 3500.0

4060.3 4060.3

Condition 16 of the 1989 Board Order (equivalent to Condition 13
of the Board’s 1987 Order) has been interpreted to permit Sec-
tion 20 subsidiary personnel to participate in educational seminars
(marketing) sponsored or cosponsored by affiliates. Condition 16
no longer precludes affiliate banks and thrifts from acting as agent
for or engaging in marketing activities on behalf of an affiliate
Section 20 company with respect to bank-eligible securities.

The 1987 Board Order discussion as to the types of securities that
can be underwritten is revised to include unrated municipal rev-
enue bonds under certain conditions. (See the Board’'s Norwest
letter of December 5, 1994, now contained in Appendix G.)

Appendix H has been added for the Board’'s December 14, 1994,
Interpretation of the Limitation on Cross-Marketing Activities.

The Federal Reserve Board emphasizes the importance of admin-
istering sound appraisal policies and procedures in a banking
organization. This revised section reflects the Board’s changes to
its Real Estate Appraisal Regulation, adopted in June 1994. The
narrative, examiner guidance, and inspection procedures are re-
vised. A banking organization’s board of directors is responsible
for adopting policies and procedures that establish effective real
estate appraisal and evaluation programs. See SR-94-50 and
SR-94-55.

Appendix 2 of this section is revised to incorporate 1994 and 1995
Board Order approvals of new nonbanking activities that pertain to
data processing, futures commission merchant, trading, and under-
writing and dealing activities.

This section is revised to for the Board's December 15, 1994, and
April 20, 1995, exceptions to the anti-tying prohibitions of Regula-
tion Y. One exception permits a BHC or its nonbank subsidiary to
offer a discount on its product or service on the condition that a
customer obtain any other product or service from that company or
from any of its nonbank affiliates. The other new exception, the
“safe harbor” exception, permits any bank or nonbank subsidiary
of a bank holding company to offer a “combined-balance
discount”—that is, a discount based on a customer maintaining a
combined minimum balance in products specified by the company
offering the discount.

This section includes the Board's December 1994 and February
1995 revisions to the Capital Adequacy Guidelines for bank hold-
ing companies (the December 1, 5, 16, 1994, and the February 7,
1995, Board approvals). The following comments summarize spe-
cific changes to each subsection.

BHC Supervision Manual
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New
Section
Number

Previous
Section
Number

Description of the Change

4060.3.2.1.1
4060.3.5.1.4

4060.3.5.1.3

4060.3.5.3.4
4060.3.5.3.4.2
4060.3.5.3.6

4060.3.5.3.7

4060.3.5.3.8

4060.4.1
4060.4.2.2

4060.3.2.1.1

4060.3.5.1.3

4060.3.5.3.6

4060.3.5.3.7

4060.4.1
4060.4.2.2

These subsections are either revised or added for the Decemt
1994, Board approval for the definition of common stockholder:
equity. The revised definition excludes net unrealized holdin
gains (losses) on securities available for sale in regulatory capit
Also discussed is the exclusion of revaluation reserves in capi
ratio calculations (risk-based capital and leverage measures).

This subsection is revised for the Board’'s December 16, 1
approval that established a limit on the amount of deferred-t:
assets that can be included in Tier 1 capital for risk-based capi
purposes.

Under the December 1, 1994, approval, the Board recognized
risk-reducing benefits of qualifying bilateral netting contracts
Bank holding companies with such contracts are permitted to r
positive and negative mark-to-market values of interest-rate a
exchange-rate contracts in determining the current exposure p
tion of the credit-equivalent amount of such contracts to be i
cluded in risk-weighted assets. The change implements a revis|
to the Basle Accord that permits such netting arrangements.

A new footnote results from the Board's February 7, 1¢
approval regarding the risk-based capital treatment of recour
transactions. Previously, a banking organization could have be
required to hold capital in excess of the maximum amount of lo
possible under the contractual terms of a recourse obligation.

Additional risk-based capital guidance is provided for off-balanc
sheet instruments, specifically financial standby letters of cret
and performance standby letters of credit. See SR-95-20, isst
March 30, 1995.

These subsections are revised for the Board’'s December 16, 19
approval that establishes a limit on the amount of deferred-t:
assets that can be included in Tier 1 capital for leverage capi
purposes.

5000.0.9.2.1.1 5000.0.9.2.1.1 These subsections were revised based on the guidance
5000.0.9.2.1.2 5000.0.9.2.1.2 SR-95-19 pertaining to meetings by Reserve Bank officers al

5000.0.9.3
5010.1
5010.4
5010.6
5010.7
5010.30
5010.38
5030.0

5000.0.9.3
5010.1
5010.4
5010.5
5010.6
5010.30

5030.0

staff with BHC officials pertaining to the holding company’s
inspection.

These sections are revised to reflect changes to the guidance
preparing the Bank Holding Company Inspection Reports and
the requirements for the issuance of Director's Summaries

Inspection Findings. The changes are the outgrowth of work do
by the Task Force of the Supervision Efficiency Enhanceme
Project. See SR-95-12.

Some reorganization of the sections was necessary to accomi
date the changes. 5010.6 was combined with 5010.5; 501(
replaced 5010.6; and 5010.34 was moved to 5010.7. Simil
changes were made to the illustrated report pages in 5030.0.

BHC Supervision Manual June 1995
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New Previous

Section Section

Number Number Description of the Change

5060.0 This is a hew section that pertains to portions of BHC inspections

that are conducted in Reserve Bank offices. See SR-95-13.

FILING INSTRUCTIONS

Remove

Insert

Title Page

1010.0, pages 1, 2, and 2.1
pages 9 through 16
pages 35 through 44

1030.0, page 1

2185.0, pages 3 through 8, 8.1, 9, and 10
pages 19 through 28
pages 49 and 50

2231.0, pages 1 through 18
3000.0, pages 11 and 12

3500.0, pages 1 through 4

4060.3, pages 1 and 2
pages 5 through 14
page 14.1

4060.4, pages 1 and 2

5000.0, pages 9 through 12
page 15

5010.0, pages 1 and 2
5010.1, pages 1 through 3
5010.4, page 1

5010.5, page 1

5010.6, page 1

5010.7, pages 1 and 2
5010.8, page 1

5010.9, page 1

5010.10, pages 1 through 4
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Title Page

1010.0, pages 1, 2, and 2.1
pages 9 through 16 and 16.1
pages 35 through 44

1030.0, page 1
2010.8, page 1

2126.0, pages 1 through 12

2185.0, pages 3 through 10 and 10.1
pages 19 through 28
pages 49 through 56

2231.0, pages 1 through 23
3000.0, pages 11 and 12

3500.0, pages 1 through 4

4060.3, pages 1 and 2
pages 5 through 14
pages 14.1 through 14.5

4060.4, pages 1 and 2

5000.0, pages 9 through 12
page 15

5010.0, pages 1 and 2
5010.1, pages 1 through 3
5010.4, page 1
5010.5, page 1
5010.6, pages 1 and 2
5010.7, page 1
5010.8, page 1
5010.9, page 1
5010.10, pages 1 through 4
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Remove Insert

5010.11, page 1 5010.11, page 1
5010.12, page 1 5010.12, page 1
5010.30, page 1 5010.30, page 1
5010.34, page 1 5010.34, page 1

5010.38, page 1

5030.0, pages 1 and 2 5030.0, pages 1 and 2
pages 5 through 8 pages 5 through 8
pages 39 through 44 pages 39 through 44 and 44.1

5060.0, pages 1 through 11
6000.0, pages 1 through 50 6000.0, pages 1 through 46
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This supplement reflects decisions of the Boartlons issued by the Division of Banking Supervi-
of Governors, new and revised statutory andion and Regulation since the publication of the
regulatory provisions, and supervisory instrucdune 1994 supplement.

LIST OF CHANGES

Description of the Change

New Previous
Section Section
Number Number
2010.6.2

2050.0 2050.0
2128.0

3500.0 3500.0

Section 2010.6 primarily addresses a BHC's supervision of
banking subsidiaries as it pertains to the retail sales of nondepc
investment products, including mutual funds and annuities. TI
section consists of a February 15, 1994, interagency policy sta
ment that provides comprehensive guidance on retail sales of si
products. A new subsection 2010.6.2 adds respective examinati
inspection procedures applicable to state member banks anc
some situations, BHCs and their depository institution and nol
banking subsidiaries (including their affiliate relationships).

This section was revised to incorporate a few technical ame
ments to Regulation O that became effective July 19, 199
Regulation O was significantly amended by a final rule publishe
in the Federal Registe(59 FR 8831) on February 24, 1994.

This new section discusses structured notes and their increasec
by banking organizations. SR-94-45, dated August 17, 199
instructs examiners to be mindful of these securities when exa
ining banking organizations. Some structured notes can expc
investors to significant losses as interest rates, foreign-exchar
rates, and other market indices change. Examiners need to en:
that structured notes are held in accordance with the organizatio
investment policies and procedures that convey a full understar
ing of the risks and price sensitivities of structured notes under
broad range of market conditions.

This section addresses the tie-in considerations of the BHC |
The section has been revised to include the Board'’s July 27, 19
limited extension of a statutory exception to BHC affiliates (ban
and nonbank) to offer package discounts on traditional bank pra
ucts, which are already available to banks. The exception w
approved through a revision to Regulation Y. The final rule als
permits BHC affiliates to offer a discount on securities brokerag
services on the condition that a customer obtain a traditional ba
product from itself or from an affiliate.

BHC Supervision Manual December 1994
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New Previous
Section Section
Number Number

Description of the Change

5000.0.1 5000.0.1

5010.0 5010.0
5010.1.3 5010.1.3
5010.2 5010.2
5010.44
5030.0 5030.0
5040.0 5040.0
5050.0 5050.0
5000.0.12
5030.0 5030.0

(page 10) (page 10)

These sections were revised as a result of changes to the Federal
Reserve System’s Supervisory Information System (SIS), effective
July 18, 1994. The changes were conveyed to System staff by
SR-94-38, June 20, 1994. Of particular note are the instructions
pertaining to the assignment of BOPEC composite and component
ratings for targeted BHC inspections in section 5050.0; changes
made to the inspection report cover pages; and the elimination of
the Inspection Summary (FR 1417 and FR 1417a [confidential
page E]) from the inspection report.

This new subsection discusses the conditions under which a com-
bined examination/inspection report may be issued for BHCs with
lead state member banks. The format for the report is attached to
SR-94-46, August 17, 1994,

Core page 7 (Consolidated Classified & Special Mention Assets,
& OTRP) of the BHC inspection report has been slightly revised
so columnar information can be totalled. A separate total is also
provided to report total classified assets (substandard, doubtful,
loss, and value impaired).

FILING INSTRUCTIONS

Remove

Insert

Title page

1010.0, pages 1 and 2
pages 9 and 10
pages 29 and 30
pages 39 through 43

2010.6, pages 5 and 6

2050.0, pages 1 through 12

3500.0, pages 1 through 4
5000.0, pages 1 and 2

5010.0, pages 1 and 2
5010.1, pages 1 through 3
5010.2, pages 1 and 2
5010.44, page 1

Title page
1010.0, pages 1, 2, and 2.1
pages 9 and 10
pages 29 and 30
pages 39 through 43
2010.6, pages 5 through 18
2050.0, pages 1 through 12
2128.0, pages 1 and 2
3500.0, pages 1 through 4

5000.0, pages 1 and 2
page 15

5010.0, pages 1 and 2
5010.1, pages 1 through 3
5010.2, pages 1 and 2
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Remove Insert
5030.0, pages 1 and 2 5030.0, pages 1 and 2
pages 9 and 10 pages 9 and 10
5040.0, pages 1 through 4 5040.0, pages 1 through 4
5050.0, pages 1 and 2 5050.0, pages 1 and 2
6000.0, pages 5 through 12 6000.0, pages 5 through 12
pages 19 and 20 pages 19 and 20
pages 37 through 40 pages 37 through 40
pages 45 through 50 pages 45 through 50
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Supplement 6—June 199¢

This supplement reflects decisions of the Boardion and Regulation from January 1994 to Jun
of Governors, new and revised statutory and994. In addition to the changes described be
regulatory provisions, and supervisory instructow, several pages are being reissued to corre
tions issued by the Division of Banking Supervi-typographical or formatting errors.

LIST OF CHANGES

New Previous
Section Section
Number Number Description of Changes

2010.6 This new section applies to a BHC's supervision of its banki
subsidiaries as it pertains to the retail sales of nondeposit inve
ment products, including mutual funds and annuities. The secti
consists of a February 15, 1994, interagency policy statement tl
provides comprehensive guidance on retail sales of such produ
The statement applies to all depository institutions, including sta
member banks, and to the U.S. branches and agencies of fore
banks supervised by the Federal Reserve. See SR-94-11.

2010.7 This new section contains the text of a December 21, 19
interagency joint policy statement on the maintenance of an ac
guate allowance for loan and lease losses and an effective Ic
review system, as adopted by the Board. Although the polic
statement does not apply directly to bank holding companies, t
board of directors and management of BHCs should consider tl
statement as they supervise the BHC's financial institution subsi
iaries. BHC examiners should consider the guidance when evalu
ing the holding company’s supervision of those subsidiaries.

2050.0 2050.0 This section pertains to extensions of credit to BHC officials. T
section has been extensively revised to include changes result
from the Board’'s February 18, 1994, revision of Regulation (
(Loans to Executive Officers, Directors, and Principal Sharehol
ers of Member Banks). Subsection 2050.0.3.1 has been revisec
provide an updated and more detailed summary of changes for
1992 Regulation O revisions as well as for the 1994 revisions.

BHC Supervision Manual June 1994
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New Previous

Section Section

Number Number Description of Changes

2125.0 This new section addresses the review of risk management and

internal controls with regard to the BHC inspection of trading
activities. The guidance highlights key considerations when in-
specting trading activities in both cash and derivative instruments.
This guidance specifically targets trading, market making, and
customer accommodation activities in cash and derivative instru-
ments at state member banks, branches and agencies of foreign
banks, and Edge corporations. The principles set forth in this
guidance also apply to the risk management of BHCs, which
should manage and control aggregate risk exposures on a consoli-
dated basis while recognizing legal distinctions among subsidi-
aries. Many of the principles advanced can also be applied to
banks’ use of derivatives as end-users. Examiners should assess
management’s application of this guidance to the holding com-
pany and to a bank’s end-user derivative activities where appropri-
ate, given the nature of the institution’s activities and current
accounting standards. See SR-93-69 (December 20, 1993) and
SR-94-17 (March 1, 1994).

3000.0 3000.0 This section was revised to discuss BHC nonbanking activities in
foreign countries permissible under section 211.5 of Regulation K
and any other nonbanking activities that must be approved by the
Board. The paragraph discussing an Edge Act and agreement
corporation has been revised and expanded to correctly reference
permissible activities under section 4 of the BHC Act and Regula-
tion K as they pertain to this entity. Also, appendix 2 in subsection
3000.0.3 has been updated for new nonbanking activities adopted
by Board order.

3160.0 3160.0 This revised section describes the updated standards for data
processing and transmission services as set forth in section
225.25(b)(7) of Regulation Y and its interpretation at section
225.123(e). Also, subsection 3160.0.13 has been revised to incor-
porate a December 22, 1993, Board order authorizing a BHC to
engage in the processing and transmission of medical-payment
data and to provide other incidental services (see 1994 FRB 139).
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Description of Changes

New Previous
Section Section
Number Number
3160.1

3510.0 3510.0
3600.12.5

3600.15.1.1

This new section summarizes the Board’'s approval of a BHC
application to provide a network for the processing and transmi
sion of medical-payment data through its designated nonba
subsidiary. The December 22, 1993, Board order concludes tt
(1) the operation of a medical-payments network would constitu
a permissible data processing and data transmission activity un
section 4(c)(8) of the BHC Act and section 225.25(b)(7) of thi
Board’'s Regulation Y; (2) the provision of claims-adjudicatior
software that processes medical and coverage data is permiss
as an activity incidental to the proposed provision of software fc
the processing of banking and financial data and the propos
operation of a medical-payments network; and (3) the propos
electronic data interchange services would constitute permissil
byproducts of the nonbank subsidiary’s primary data processi
activities, and that such services are therefore permissible as
incidental activity. See 1994 FRB 139.

This section has been revised to provide additional explanatio
the regulatory framework governing the nonbanking activities ¢
foreign banking organizations (FBOs) under 12 C.F.R. 211.2
The section discusses 1991-1993 revisions to Regulation K p
taining to the nonbanking activities of and investment in qualify
ing foreign banking organizations (QFBO). The definition of ant
the requirements under the QFBO test have been expanded. A
the manual’s discussion of nonbanking exemptions for QFBC
under section 4(c)(9) and section 2(h) of the BHC Act has be
significantly expanded to discuss the limitations on investments
FBOs and permissible QFBO nonbanking activities. FBOs me
also engage in certain otherwise nonpermissible activities unc
section 4(c)(9) if approved by Board order.

This new subsection has been added to include the Boa
November 12, 1992, approval of a BHC's application to issue ar
sell, through its nonbank subsidiary, variably denominated pa
ment instruments without limitation as to face value. See 19¢
FRB 42.

This new subsection summarizes the Board’s approval of a b
holding application to engage in career counseling services a
new nonbanking activity under section 4(c)(8) of the BHC Act
permissible only by Board order. The applicant proposed |
expand its present career counseling services under st
tion 4(c)(1)(C) of the BHC Act nationwide to unaffiliated compa-
nies and individuals in a wide array of industries. The Boar
approved the application, but indicated that the applicant was r
to portray itself as a provider of general career counseling servic
for individuals seeking career opportunities outside the banking
financial industries. See 1994 FRB 51.
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New Previous

Section Section

Number Number Description of Changes

3600.15.4 This new subsection includes the Board’s December 21, 1992,
approval under section 4(c)(8) of the BHC Act of an application
by two BHCs to engage, through BHC nonbank subsidiaries, in
asset management activities involving assets originated by non-
financial institutions as well as by financial institutions. The origi-
nated assets are limited to the types of assets that a financial
institution would have the authority to originate. See 1993 FRB
131.

3600.21.5 This new subsection discusses the Board’s approval of a BHC's

application for its section 20 nonbank subsidiary to underwrite and
deal in all types of equity securities and to act as a dealer-manager
in connection with cash-tender and exchange-offer transactions
(see 1994 FRB 49, footnote 5). In addition, recent Board order
references to debt and equity approvals have been updated.

4060.3.5.2.2, 4060.3.5.2.2, This revised subsection reflects the Board’s adoption of amend-

4060.3.5.2.3, 4060.3.5.2.3, ments to its risk-based capital guidelines for state member banks

4060.3.5.3.7 4060.3.5.3.7 and bank holding companies. The revised guidelines lower the risk
weight from 100 percent to 50 percent for multifamily housing
loans meeting certain criteria. The changes became effective on
December 31, 1993. This change was directed by a provision of
section 618(b) of the Resolution Trust Corporation Refinancing,
Restructuring, and Improvement Act of 1991.

4060.8.4.2, 4060.8.4.2, References to “criticized” assets or risk exposures in these sec-

5010.0, 5010.0, tions have been redesignated as “classified,” in accordance with
5010.1.1, 5010.1.1, the Board’'s adoption of the June 10, 1993, “Interagency State-
5010.10, 5010.10, ment on the Supervisory Definition of Special Mention Assets.”
5010.29, 5010.29, See SR-93-30.

5010.31, 5010.31,

5030.0, and  5030.0, and

5040.0 5040.0

FILING INSTRUCTIONS

Remove Insert
Title page Title page
1010.0, pages 1 through 41 1010.0, pages 1 through 43

2010.6, pages 1 through 6

2010.7, pages 1 through 9
2050.0, pages 1 through 9 2050.0, pages 1 through 12
2090.3, pages 1 and 2 2090.3, pages 1 and 2

2125.0, pages 1 through 8
2187.0, pages 1 through 4 2187.0, pages 1 through 4

BHC Supervision Manual June 1994
Page 4



Bank Holding Company Supervision Manual

Supplement 6—June 19

Remove

Insert

3000.0, pages 1 through 12
3160.0, pages 1 through 4

3185.0, pages 1 and 2
3510.0, pages 1 through 3
3600.12, pages 1 and 2
3600.15, pages 1 and 2
3600.21, pages 1 through 4
4030.0, pages 1 and 2

4060.3, pages 1 and 2
pages 9 through 14

pages 19 and 20
4060.8, page 5
5010.0, pages 1 and 2
5010.1, pages 1 and 2
5010.7, pages 1 and 2
5010.9, page 1
5010.10, pages 1 through 4
5010.29, page 1
5010.31, page 1

5030.0, pages 1 through 4
pages 9 and 10
pages 51 and 52

5040.0, pages 1 and 2
6000.0, pages 1 through 49

3000.0, pages 1 through 13
3160.0, pages 1 through 5
3160.1, pages 1 and 2
3185.0, pages 1 and 2
3510.0, pages 1 through 4
3600.12, pages 1 and 2
3600.15, pages 1 through 4
3600.21, pages 1 through 4
4030.0, pages 1 and 2

4060.3, pages 1 and 2
pages 9 through 14
page 14.1
pages 19 and 20

4060.8, page 5
5010.0, pages 1 and 2
5010.1, pages 1 and 2
5010.7, pages 1 and 2
5010.9, page 1
5010.10, pages 1 through 4
5010.29, page 1
5010.31, page 1

5030.0, pages 1 through 4
pages 9 and 10
pages 51 and 52

5040.0, pages 1 and 2
6000.0, pages 1 through 50
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Bank Holding Company Supervision Manual
Supplement 5—December 199

This supplement reflects decisions of the Boardion and Regulation from July 1993 to Decem:-
of Governors, new and revised statutory anter 1993. In addition to the changes describe
regulatory provisions, and supervisory instrucbhelow, several pages are being reissued to co
tions issued by the Division of Banking Supervi-rect typographical errors.

LIST OF CHANGES

New Previous
Section Section
Number Number Description of Changes

2020.6 2020.6 This section has been revised to indicate that fee assessr
against subsidiary financial institutions may take many form:
Such assessments represent an area of potential abuse bec
they can directly affect the cash-flow position of the affiliate. Thi
section emphasizes that examiners must judge the reasonablel
of fees assessed based on the services provided. Fees shoul
based on the fair market value of the services provided (or cost
the service plus a reasonable profit). In addition, fee assessme
should be supported by written agreements that specify the s
vices to be provided, the basis for the fees, and the method of th
allocation.

2020.8 This new section addresses the improper practice of a bank h
ing company’s assessing trade-name or royalty fees on its subs
ary banks. This practice is viewed as a diversion of bank incom
See SR-91-3.

2020.9 This new section discusses safety-and-soundness concerns
regard to split-dollar life insurance policy arrangements betwet
BHCs and their subsidiary banks. Such arrangements may
inconsistent with the Federal Reserve Act, sections 23A and 23
Inspection objectives and procedures are provided. See SR-93-

2065.1 2065.1 This section has been revised to include the June 10, 19

2065.1.4.1 interagency credit-availability initiatives. The initiatives supple

2065.1.4.2 ment the March 10, 1993, policy to improve credit availability

2065.1.7 The June 10 initiatives included in this section address i

2065.1.8 substance foreclosures and returning nonaccrual loans to accl
status. Also included is a statement that in@t regulatory policy
to value real estate collateral on a liquidation basis.

2187.0 This new section discusses day trading and free-riding schel
(purchasing and selling the same securities, paying for the pi
chase with the proceeds of the sale). Such schemes involve
opening of a custodial agency account into which a number
broker-dealers will deliver securities on a delivery-versus-payme
basis. A bank extension of credit is created, subject to Regul
tion U, when there are not sufficient funds in the account to pay fi
the securities and the account is therefore overdrawn. A discuss
of securities credit regulations is included. See SR-93-13.

BHC Supervision Manual December 1993
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New Previous
Section Section
Number Number

Description of Changes

3000.0.3 3000.0.3

3000.0.4 3000.0.4

3230.0.8 3230.0.8

3600.13.3

3600.13.4

3600.27

Appendix 2 has been revised to include additional nonbanking
activities that have not been previously approved by the Board
under section 4(c)(8) of the BHC Act. The new nonbanking
activities involve certain futures commission merchant activities
and providing administrative and other services to mutual funds.

Footnote 1 of appendix 3 was revised to reflect the Board’'s
decisions regarding the provision of armored car services as a
nonbanking activity. See also the summary of changes to section
3700.10.

This subsection has been revised to delete the reference to the
Securities and Exchange Commission’s rule (17 C.F.R. 240.3b-9).
The courts have ruled that the rule is no longer enforceable.

This new subsection discusses the Board’'s May 6, 1993, approval,
by order, of a BHC application to engage in a new FCM nonbank-
ing activity—limited FCM clearing-only and executing-only trades
that the FCM itself executes. The application was approved based
on (1) the established framework for limiting risk from the
clearing-only activities; (2) the fact that the applicant represented
that its FCM nonbanking subsidiary could restrict the number of
types of positions held by customers and that it could refuse trades
that posed unacceptable risks; and (3) the commitments made, as
well as the other facts of record.

This new subsection discusses the Board’s August 2, 1993,
approval of a BHC application to engage in a new FCM non-
banking activity—the acceptance for clearance of a customer’s
orders that are executed by preapproved execution groups pursu-
ant to “give-up” agreements. The approval was based on the
applicant’s framework for limiting risk, including the applicant’s
representation that under the give-up agreements the company
would have the contractual right to refuse a customer’s trade if it
exceeded established trading limits documented in the give-up
agreement for that particular customer. Also, the FCM nonbanking
subsidiary will approve an execution group only if the floor
brokers, and their primary or qualifying clearing firms, satisfy the
company'’s financial, managerial, and operational standards.

This section summarizes the Board’s April 21, 1993, approval for
providing administrative and certain other nonbanking services to
mutual funds under section 4(c)(8) of the BHC Act. Certain
Glass-Steagall Act issues are discussed within the order, and the
applicant made several commitments to address those issues.
Special emphasis is placed on the fact that the affiliates of banks
cannot act as a distributor to the mutual fund. A combination of
advisory and administrative services was also proposed.

BHC Supervision Manual
Page 2

December 1993



Bank Holding Company Supervision Manual Supplement 5—December 1¢

New Previous
Section Section
Number Number

Description of Changes

3600.28

3700.10 3700.10

4020.9

5000.0.7.5
5000.0.7.5.1

5000.0.8.3

This new section discusses the Board’s September 1993 appr

of a BHC's proposal to provide stand-alone inventory-inspectic
services under section 4(c)(8) of the BHC Act. The inventory
inspection services are to be provided to customers (third-pa
lenders) and only with respect to inventory that is pledged :
collateral for a loan.

This revised section discusses the Board's denial of a BH
request to provide armored car services through a de novo ne
bank subsidiary. For this application, the Board published an orc
requiring a formal hearing before an administrative law judg
(ALJ) in 1989. The ALJ declined to provide a factual or lega
determination concerning the proper-incident test and oth
unresolved issues. The Board again referred the case to an ALJ
a recommended decision in 1990. In 1993, the Board denied t
application in accordance with the ALJ's recommendation. Th
applicant failed to support a finding that the proposed armored c
activities would be a proper incident to banking or to managing ¢
controlling banks. Of particular note is the discussion on potenti
violations of section 23B of the Federal Reserve Act. Althoug
these were only potential violations noted in an application, the
provide noteworthy examples of the nature of such violations.

This new section briefly summarizes the supervisory capital st
dards for de novo state member banks of BHCs and restrictions
their funding of the parent company’s debt. See SR-91-17.

These subsections set out guidelines that were issued in SR-93
to clarify the respective roles of the responsible and local Reser
Banks in conducting inspections of out-of-District second-tie
BHCs and nonbank subsidiaries. The responsible Reserve Ba
should, to the extent possible, rely on the local Reserve Bank
provide the resources necessary to conduct these inspections.
guidelines supplement the inter-District inspection guidance issu
in SR-89-25 and SR-79-464.

This new subsection sets forth the June 10, 1993, interage
guidance on the coordination of examinations of insured depo:
tory institutions and holding companies by the federal financi
regulatory agencies. The coordination program is a response
industry concerns about the increased burden on organizatic
supervised by multiple regulatory agencies. The guidelines ha
been issued to minimize the disruptions and burdens associa
with the examination process. The program emphasizes full coc
eration and coordination by the agencies in supervising lar
banking organizations and organizations that are in less-the
satisfactory condition. The program expands on existing inte
agency agreements.

BHC Supervision Manual December 1993
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New Previous

Section Section

Number Number Description of Changes

5010.23 5010.23 This revised section expands the commercial-paper inspection-

reporting instructions to include information on ratings of
investment-quality commercial paper that are issued by statistical
rating agencies, master notes and sweep arrangements, credit-
supported commercial paper, dealer versus direct paper, yields on
commercial paper, and denominations of commercial paper.

FILING INSTRUCTIONS

Remove

Insert

Title page

1010.0, pages 1 through 12
pages 29 through 40

2010.2, pages 1 and 2

2020.6, pages 1 through 3

2050.0, pages 3 through 6
2065.1, pages 1 through 3

3000.0, pages 9 through 12
3230.0, pages 3 and 4
3600.13, pages 1 and 2

3700.10, page 1

5000.0, pages 5 and 6
pages 6.1 and 6.2
pages 7 and 8

5010.23, pages 1 and 2

6000.0, pages 1 through 47

Title page

1010.0, pages 1 through 12
page 12.1
pages 29 through 41

2010.2, pages 1 and 2
2020.6, pages 1 through 4
2020.8, page 1
2020.9, pages 1 through 5
2050.0, pages 3 through 6
2065.1, pages 1 through 4
2187.0, pages 1 through 4
3000.0, pages 9 through 12
3230.0, pages 3 and 4
3600.13, pages 1 through 4
3600.27, pages 1 through 3
3600.28, page 1
3700.10, pages 1 through 3
4020.9, page 1

5000.0, pages 5 through 8
pages 8.1 through 8.4

5010.23, pages 1 through 3
6000.0, pages 1 through 49

BHC Supervision Manual
Page 4

December 1993



Bank Holding Company Supervision Manual

Supplement 4—June 199

This supplement is the first revision of the reforsupervisory instructions issued by the Divisior
matted December 1992 edition of tHgank of Banking Supervision and Regulation from
Holding Company Supervision Manudkt is, January to June 1993.

however, numbered supplement 4 because it is Included in this supplement is a title page or
the fourth supplement issued since the manu#éhe back of which is a grid for recording the
was totally revised in 1986. The revisions reflecfiling of supplements. It is strongly recom-
decisions of the Board of Governors, new ananended that you use this grid so that you ca
revised statutory and regulatory provisions, andetermine if your manual is up-to-date.

LIST OF CHANGES

New Previous

Section Section

Number Number Description of the Change(s)

2010.2 2010.2 This section has been revised to include a discussion of

2050.0.3.2 2050.0.3.2
2050.0.3.3 2050.0.3.3
2050.0.3.11  2050.0.3.11

2130.0 2130.0

2185.0 2185.0

internal and external factors that should be considered in t
formulation of loan policies. Also, the components that form th
basis for a sound loan policy for all loans have been amended
light of the Board’s December 23, 1992, adoption of a uniforr
rule and guidelines for state member banks on real estate lendi
The section also includes a brief summary of the Board
March 30, 1993, adoption of an interagency policy to encoura
small-business lending by state member banks.

The section was revised to implement amendments to Regu
tion O, effective December 17, 1992. The Board revised tt
definition of “principal shareholder” in section 215126f Regula-
tion O to implement recent amendments to section 22(h) of
Federal Reserve Act contained in the Housing and Commun
Development Act of 1992. This section has been revised to inclu
three exceptions to the aggregate insider lending limit, an amer
ment to the Board's Regulation O effective May 3, 1993.

The Supervisory Policy Statement on the Selection of Secur
Dealers and Unsuitable Investment Practices, issued in 1988,
superseded by the Supervisory Policy Statement on Securit
Activities, issued in 1992. References were revised accordingly.

The revisions of this section, and in particular subsect
2185.0.5.4.2, reflect the Board'’s adoption of an alternative indexe
revenue test in addition to the present unadjusted-revenue test
has been used over the past several years. Adopted by the Bc
by order on January 26, 1993, the indexed-revenue test adju
dividend and interest revenue for the change in interest rates
Treasury securities since September 1989. The indexed-revel
test was to be applied prospectively (from the first 1993 calend
quarter forward). On February 23, 1993, the Board issued a st
plement to its earlier order, indicating that if a section 20 subsid
ary had the duration data available to begin measuring compliar
with the test on an eight-quarter rolling-average basis immediate
it could do so after notifying its Federal Reserve Bank.

BHC Supervision Manual June 1993
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Previous
Section
Number

New
Section
Number

Description of the Change(s)

2190.0.5 2190.0.5

2250.0.3.2 2250.0.3.2

3185.0 3185.0

3500.0 3500.0

3600.8

4030.0.2 4030.0.2

4060.3.5.2.3  4060.3.5.2.3

This section was revised to include a summary of a supervisory
policy statement on securities activities adopted by the Board. The
discussion focuses only on that portion dealing with mortgage-
derivative securities products.

This subsection has been revised to reflect a 1992 change in
report-submittal instructions. The FR Y-6A report, Bank Holding
Company Report of Changes in Investments and Activities, must
be submitted to the appropriate Reserve Bank within 30 calendar
days of a reportable transaction.

This section was revised to reflect a FDICIA amendment (the
Oakar Il Amendment) that permits the merger of a savings associ-
ation with a Bank Insurance Fund (BIF) member outside the
holding company system.

This section, dealing with tie-in arrangements, has been further
revised based on SR-82-41.

This new section discusses a Board order authorizing a foreign
bank holding company and its wholly owned subsidiary, a com-
mercial banking organization, to engage de novo in various non-
banking activities, including an activity that was not previously
approved by the Board—engaging in securities credit activities
that include acting as a conduit or intermediary in securities
borrowing and lending.

This subsection was revised to include the required written risk
assessment of each active nonbank subsidiary, addressing speci-
fied financial and managerial concerns. This requirement was
included as part of the supplementary guidance issued for the
inspection of nonbank subsidiaries of BHCs, as set forth in
SR-93-19.

This subsection has been revised based on an interim rule (effec-
tive December 29, 1992) and a final rule (effective April 26,
1993), amending the risk-based measure of the capital adequacy
guidelines. Loans involving one- to four-family residential proper-
ties now include loans to builders involving substantial project
equity for the construction of such residences, subject to certain
qualifying criteria. The risk weight on loans to finance the con-
struction of one- to four-family residences that have been presold
has been lowered from 100 to 50 percent. The interim rule
implements section 618(a) of the Resolution Trust Corporation

BHC Supervision Manual
Page 2
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New Previous
Section Section
Number Number Description of the Change(s)

4060.3.5.3.1  4060.3.5.3.1  This section has been revised to include modifications (effe
December 30, 1992) of the Board'’s risk-based capital guidelin
involving transactions collateralized by cash. The risk weight we
lowered from 20 percent to zero for certain transactions that &
collateralized by cash and OECD central government securitie
provided the transactions meet specified criteria.

4060.4 4060.4 This section has been revised to limit the discussion to the le
age measure of the capital adequacy guidelines for BHCs.

5000.0.4.4 This new subsection sets forth supplementary guidance regar
the on-site BHC inspection and the off-site review of BHC non
bank subsidiaries, as found in SR-93-19.

5000.0.11 5000.0.11 This subsection has been added to reflect the adoption
maximum 60-calendar-day completion standard for inspectic
reports (SR-93-4).

5010.2 5010.2 The confidentiality statement on the cover of the inspection rej
has been revised in accordance with SR-93-9.

5010.7 5010.7 This section was revised to incorporate into the inspection ref
as part of the “Analysis of Financial Factors” page, a combine
risk assessment of the inspected BHC’s nonbank subsidiar
(SR-93-19).

5010.31 5010.31 This revised section includes the requirement that examiners
pare a written risk assessment of each nonbank subsidiary, as
forth in SR-93-19. The risk assessment is to be documented on
“Nonbank Subsidiary” page of the inspection report or on anothe
equivalent workpaper.

5030.0 5030.0 The “Nonbank Subsidiary” page of the inspection report has be
revised to include a risk assessment, in accordance with SR-93-

FILING INSTRUCTIONS

Remove Insert

Protector sheet with checklist for supplements

Title page Title page
1010.0, pages 11 through 14 1010.0, pages 11 through 14
pages 27 and 28 pages 27 and 28
pages 31 through 40 pages 31 through 40
2010.2, pages 1 through 4 2010.2, pages 1 through 5
2050.0, pages 1 through 9 2050.0, pages 1 through 9
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Remove

Insert

2130.0, pages 19 and 20
page 27

2185.0, pages 1 through 8

pages 23 through 26
2190.0, pages 1 through 8

2190.1, pages 1 through 4
2250.0, pages 1 and 2
3000.0, pages 9 and 10
3185.0, pages 1 and 2
3500.0, pages 1 through 3

4030.0, page 1

4060.3, pages 1 through 24
4060.4, pages 1 through 3
5000.0, pages 5 and 6

5010.2, pages 1 and 2

5010.7, pages 1 and 2

5010.14, pages 1 and 2

5010.31, page 1

5030.0, pages 37 and 38

6000.0, pages 1 through 6
pages 19 through 26
pages 33 and 34

pages 37 and 38
pages 41 through 47

2130.0, pages 19 and 20
page 27

2185.0, pages 1 through 8

page 8.1
pages 23 through 26

2190.0, pages 1 through 9
2190.1, pages 1 through 4
2250.0, pages 1 and 2
3000.0, pages 9 and 10
3185.0, pages 1 and 2
3500.0, pages 1 through 4
3600.8, pages 1 and 2
4030.0, pages 1 and 2
4060.3, pages 1 through 26
4060.4, pages 1 and 2
5000.0, pages 5 and 6

pages 6.1 and 6.2
page 15

5010.2, pages 1 and 2
5010.7, pages 1 and 2
5010.14, pages 1 and 2
5010.31, page 1
5030.0, pages 37 and 38
6000.0, pages 1 through 6
pages 19 through 26
pages 33 and 34

pages 37 and 38
page 41 through 47
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Supplement 3—December 199

This revised manual comprises the third revition for the period of July 1991 to December
sion of the Bank Holding Company Supervision1992. The revision includes decisions of the
Manual. It represents an updating of the BaniBoard of Governors, new and revised statuton
Holding Company Supervision Manual by theand regulatory changes, and other items of
Division of Banking Supervision and Regula-supervisory nature.

LIST OF CHANGES

Description of the Change(s)

New Previous
Section Section
Number Number
2010.0.1 2010.1.1
2010.0.2

2010.2 2010.2
2010.5

2020.5.4 2020.5.4
2020.6 2020.6
2030.0.2

The Board's Source of Strength Policy has been moved to
subsection for the general supervision of subsidiaries.

This subsection was revised to include a discussion of the Boal
denial of a December 1991 BHC request to waive any requireme
of the Board that it serve as a source of financial strength to tl
subsidiary bank (the Board’s “Source of Strength” policy).

This loan administration section, as it pertains to a BHC's supe
sion of subsidiaries, has been revised to include the supplement
guidance on real estate loans provided by SR 91-16 (July 199
Sound lending policy components items 11 and 12 have be
expanded with regard to the establishment, monitoring, and asse
ment of policies that control risk from asset concentrations. It al
discusses the administration of real estate construction and mi
perm loans.

In addition, sound lending policy component item 14 was revise
to encourage management to dictate appropriate guidance as ta
extent of overall disclosure of past due (nonaccrual) loans. Item

was also revised to include March 1991 guidance on using
comparison of the Allowance for loan and Lease losses to loa
classified substandard.

The new section discusses the liability associated with clean-uj
hazardous substance contamination as it relates to the Compret
sive Environmental Response, Compensation and Liability Ac
The Act addresses the problem of proper handling and disposal
hazardous substances. Reference: SR 91-20.

This section was amended to include a reference to the Bo:
December 1990 amendment of Regulation H for the payment
dividends by state member banks.

Section was amended with a provision of FDICIA as to t
assessment of management fees that would result in a finan
institution being undercapitalized.

This new subsection has been added to discuss the two )
extension for engaging in nonbanking activities and controllin
voting securities or assets of a nonbank subsidiary (section 225.3
of Regulation Y).

BHC Supervision Manual December 1992
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Description of the Change(s)

New Previous
Section Section
Number Number
2030.0.5 2030.0.5
2060.1 2060.1
2060.1.4 2060.1.4
2065.1

2065.2

2070.0 2070.0
2090.0 2090.0

This subsection, relating to the expansion of grandfather activities,
was revised with regard to the discussion on Appendix 1 relating
to the acquisition of assets. The criteria for a permissible purchase
of an asset in the “ordinary course of business,” as stated in an
interpretation of Regulation Y, section 12 C.F.R. 225.132, was
revised by the Board, effective June 29, 1992. The criteria for
determining whether an acquisition of nonbank assets would be
presumed to be significant, based on the book value of nonbank
assets being acquired, was changed from 20 to. 50 percent of
the book value of the nonbank assets of the holding company or
nonbank subsidiary comprising the same line of activity.”

This section was revised to instruct examiners to consider the size
of audit staffs of peer banking organizations when evaluating the
effectiveness of an internal audit program.

This revised subsection includes additional inspection procedures
addressing the review of audit scope, audit scope limitations, the
extent of reliance on internal audit staff by external auditors, and
the independence of the external auditors including any potential
conflicts of interest.

A new section has been added to provide guidance dealing with
disclosure, accounting, and reporting issues relating to nonaccrual
loans and restructured debt. The discussion incorporates the
July 1991 (SR 91-16) guidance that was issued to supplement the
March 1, 1991 joint Federal bank and thrift regulatory agency

statement that clarified certain supervisory and accounting policies.

This new section relates to the need for management to apply fully
documented and consistent methods of determining the adequacy
of the allowance for loan and lease losses. The section discusses
factors to consider in determining the outstanding amounts of this
valuation allowance. Guidelines are also provided that the examin-
ers should observe when they evaluate the adequacy of the allow-
ance and the methods used to determine the account balance.
Inspection objectives and procedures are included.

This revised section includes a general discussion of the new
accounting standard for income taxes (FASB Statement No. 109)
with respect to deferred tax assets. The revision also conveys the
Federal Reserve’s position that implementation of this new stan-
dard should not occur for reporting purposes (with the Federal
Reserve) until a final evaluation is completed and further notice is
given. The schedule of deadlines and due dates for tax estimate
payments and filing extensions has been updated.

This section was revised to reflect the current provisions of Regu-
lation Y as to the rebuttable presumptions of control.
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New Previous
Section Section
Number Number Description of the Change(s)

2090.1 2090.1 This change in control section has been revised to reflect FIRF
provisions. Of particular note are the statutory corrective actic
measures that may be used for violations of the Change in Ba
Control Act.

2090.2 2090.2 This section was revised to reflect the capital requirements
small one-bank holding company formations found in Appendix
of Regulation Y. Additional explanatory narrative is provided
discussing, from a historical perspective, how revisions to tf
capital adequacy guidelines have been applied to the policy sta
ment. The benefits of filing a consolidated tax return for the bar
holding company are briefly discussed.

2090.3 2090.3 This section was revised to reflect the current provisions of Re
lation Y for treasury stock redemptions. This includes the Board
November 9, 1990 revision of Regulation Y to not require notice
if regulatory clearance had already been received to acquire 10
cent or more of the voting shares of a state member bank or be
holding company, and subsequent ownership resulted in treas
stock redemptions of between 10 and 25 percent. Clarification h
been provided as to when SEC registration is required under 1
1934 SEC Act. The inspection procedures have been expande
alert examiners as to treasury stock redemption practices that n
result in the undermining of the banking organization’s capit:
position.

2090.4 2090.4 This section was revised to add references for the discussed p
statement.

2090.5 2090.5 Section was revised to reflect the current provisions of sec
225.12 of Regulation Y (transactions not requiring Boar
approval).

2090.6 2090.6 This section on divestiture control determinants was revisec
reflect the current structuring of Regulation Y and to includ
additional references in subsection 2090.6.3.

2090.7 2090.7 Subsection 2090.7.1 was revised to include footnote no. 1 disc
ing FIRREA provisions that prohibit allowing an affiliate of a
nonbank bank or industrial bank to incur overdrafts at the bank
Federal Reserve Bank. Subsection 2090.7.2 was added to pro\
respective references.

2100.0 2100.0 This section on foreign banking organizations was revised
reflect FDICIA's amendment of the International Banking Act o
1978. The Federal Reserve’s authority over foreign bank opel
tions (including representative offices in the U.S.) was increased
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New Previous
Section Section
Number Number
2130.0 2130.0
2175.0

2185.0 2185.0
2190.1

2230.0

This section has been revised to reflect current operational activi-
ties and terms that would be encountered in the futures, forwards,
and options markets. The section has been expanded to include a
discussion of option and other derivative financial contracts such
as calls, puts, caps, floors, and collars. Various hedging and other
contract strategies are also reviewed.

Section incorporates examiner guidelines (SR 91-14) for review-
ing the sale of uninsured annuities by BHCs and banks that have
legal authority to act as agent in their sale.

The section has been revised to provide additional section 20
company inspection procedures and definitive guidance with regard
to: 1) customer complaint files; 2) the gross revenue test; 3) exten-
sions of credit and purchases and sales of assets; 4) the review of
service agreements with affiliates; 5) making a market in securi-
ties; 6) directors of subsidiary banks serving as directors of a
section 20 subsidiary; 7) the placement of advertising materials for
a section 20 subsidiary in affiliated bank subsidiaries; 8) issues
dealing with corporate separateness and measures that should be
taken to avoid customer confusion as to the non-federally insured
status of a section 20 subsidiary; 9) the section 20 subsidiary
serving as agent for a bank or thrift affiliate; 10) bank officer
bonuses versus section 20 subsidiary activities; 11) a section 20
subsidiary’s purchase of syndicate securities from another syndi-
cate member; 12) a section 20 subsidiary engaging in repurchase
and reverse repurchase agreements with respect to U.S. Treasury
securities with a foreign subsidiary of an affiliated bank; 13) reve-
nue classification with regard to “loans” versus “securities”;
14) the SEC’s RULE 144A (safe harbor exemption from the 1933
Act for restricted securities that are sold in the “private place-
ment” market to qualified “institutional buyers);” and 15) enter-
ing bid or ask quotations or publishing “offering wanted” or “bid
wanted,” notices on trading systems other than an exchange or
NASDAQ.

This new section discusses credit supported and asset-backed
commercial paper (SR 92-11). Along with a description of such
programs, the policies and procedures that the banking organiza-
tion should have for such a program are discussed. Included with
the section are guidelines relating to the risk-based capital treat-
ment for such programs. Inspection objectives and procedures are
also provided.

The December 1987 Supervisory guidelines for real estate ap-
praisal policies and review procedures have been removed from
the manual. They have been replaced by the Board’'s September
1992 Guidelines for real estate appraisal and evaluation programs,
now found in Appendix A of manual section 2231.0.
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Previous

Section
Number
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2231.0

2240.0

3000.0

3130.2

3130.4
3130.5
3130.6
3130.7

3140.0

3230.1
3230.2
3230.3

3240.0

3250.0.7

2240.0

3000.0

3130.2

3600.12
3600.25
3600.35
3600.41

3140.0

3600.22
3600.32
3600.42

3240.0

3250.0.7

This new section discusses provisions of Title IX of FIRREA as
real estate-related financial transactions requiring the services
an appraiser. Appraisals must be in writing and be prepared
accordance with uniform standards and be performed by individ
als with demonstrated competency. The section discusses

Board’s appraisal regulation (see Manual section 3270.0) and 1
need for banking organizations to adopt appraisal and evaluati
policies. The Board's guidelines for real estate appraisal al
evaluation programs are included in Appendix A.

This former section on “Guidelines for the Review and Classific
tion of Troubled Real Estate Loans” has been revised to incorp
rate additional Examiner guidance resulting from the Novemb
1991 interagency policy statement on the “Review and Classific
tion of Commercial Real Estate Loans” (SR 91-25).

Appendix 1 has been revised to add the Board’s April 22, 1¢
approval of higher residual value leasing, the provision of ful
service brokerage services for institutional and retail custome
and certain financial advisory activities for inclusion on the Regt
lation Y permissible nonbanking activities “laundry list”. Appen-
dix 2 has been amended to include additional Board actio
disseminated by Board order. Appendix 3 was amended to inclu
the Board'’s January 9, 1991 denial of a request by three BHCs
engage in clearing securities options and other financial instr
ments for the accounts of professional floor traders.

Section was revised to reflect current tax treatment for REITs
to discuss their funding and their various types.

These sections were relocated and amended as the result of
Board’s adding the provision of full service securities brokerage
section 225.25(b)(15) of Regulation Y, effective September 1
1992.

This section has been revised to incorporate the Board's A
1992 adoption of higher residual value leasing as a nonbanki
activity authorized for BHCs under section 225.25(b)(5) of Regt
lation Y. The section also has been revised to include curre
accounting guidance for lessors and lessees for operating ¢
capitalized leases.

These sections were relocated and amended to accommodate
Board’s adding of the advisory nonbanking activities to sectic
225.25(b)(4) of Regulation Y, effective September 10, 1992.

The introduction was revised to recognize section 20 subsid
nonbanking activities. Subsections 3240.0.7.2 and 3240.0.12 h:
been revised to incorporate references to section 23B of t
Federal Reserve Act.

Added a reference to section 23B of the FRA to FCM inspect
procedure 6.c.
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3500.0.6

3510.0

3550.0

3560.0

3600.5

3600.6.4

3600.6.5

3600.7

3600.11

3510.0

3550.0

3560.0

3600.5
3600.8

3600.43
3600.47

3600.7
3600.44

3600.9
3600.12

This new subsection provides an inspection checklist for ensuring
compliance with the prohibitions against tying arrangements. The
checklist addresses written policies and procedures, training, and
audit procedures.

This section has been revised to reflect provisions of the Board's
Regulation K as of April 8, 1992, as it pertains to nonbanking
activities of foreign banking organizations (12 C.F.R. 211.24).

This revised section includes a general discussion of requirements
and limitations for U.S. banking organizations investing in or
engaging in foreign banking activities. The section includes brief
discussions of amendments to Regulation K by the Board that
were effective May 24, 1991, expanding the scope of international
activities. The Board expanded the existing authority to: 1) to
engage, after March 27, 1991, with the Board’'s approval, in
underwriting and dealing in equity securities outside the U.S.;
2) increase the current dollar limits under which U.S. banking
organizations may make investments abroad without prior notice
to the Board; 3) clarify the portfolio-investment authority under
which U.S. banking organizations may make limited equity invest-
ments in any type of company outside the U.S.; 4) expand the
range of permissible activities for U.S. banking organizations
abroad to include futures commission merchant activities and life
insurance underwriting; 5) modify the authority for debt-for-
equity investments; and to 6) authorize case-by-case exemptions
from the standard for qualifying banking organizations.

The discussion of section 23A of the FRA was amended to include
section 23B of that Act. Subsection 3560.0.1.1 (item 7) was also
amended with this change.

The previous sections were combined for nonbank activities in-
volving foreign branches.

A new subsection discusses the Board’s July 1991 order authoriz-
ing the applicants to trade, through a wholly owned nonbanking
subsidiary, in futures, options, and options on futures (derivative
instruments) that are based on U.S. government bank-eligible
securities and certain money market instruments.

These former sections were combined with Manual section 3600.6.
The section was expanded to also include brokering, dealing, and
specializing in options.

These former sections were combined into one section for
broker—dealer services.

This former section was deleted and reserved for future use.

Section was renumbered.
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New Previous
Section Section
Number Number Description of the Change(s)
3600.12 3600.13 These former sections were combined into one section for pe
3600.20 ment instruments.
3600.23
3600.34
3600.13 3600.14 These former sections were combined into one section for FC
3600.15 brokerage of securities.
3600.14 3600.17 This section was renumbered.
3600.15 3600.18 These former sections have been combined into one section
3600.37 consulting services.
3600.15.3 This new subsection discusses the Board’s authorization for
BHCs to provide through a nonbank subsidiary, manageme
consulting services to governmental agencies (i.e. FDIC and t
RTC) and unaffiliated financial institutions with troubled assets.
3600.16 3600.19 Section was renumbered.
3600.17 3600.21 These former sections have been combined into one section
3600.39 insurance nonbanking activities.
3600.18 3600.26 These former sections were combined into one section for inve
3600.38 ment advice.
3600.51
3600.20 3600.27 Section was renumbered.
3600.19 3600.24 These former sections were combined into one section for prive
3600.45 placement and riskless principal nonbanking activities.
3600.21 3600.28 These former sections were combined into one section for undi
3600.29 writing and dealing nonbanking activities.
3600.30
3600.40
3600.31 This former section was deleted.
3600.22 3600.33 These sections were renumbered.
3600.23 3600.36
3600.24 3600.49
3600.25 3600.48
3600.26 3600.50
3700.2 3700.3 These former sections are combined into one section for imperm
3700.9 sible insurance activities.
3700.10
3700.11
3700.14
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Section Section
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3700.3 3700.4 These sections were renumbered.

3700.4 3700.5

3700.5 3700.6

3700.6 3700.8

3700.7 3700.12

3700.8 3700.13

3700.9 3700.15

3700.10 3700.16

3700.11 3700.17

3700.12 This new section discusses the Board’'s January 1991 denial of an
application to engage, through a wholly owned subsidiary, in
clearing securities options and options on other financial instru-
ments for the accounts of professional floor traders. One issue
centered on plans to provide only clearance services, rather than
execution and clearance services where risk could be better con-
trolled. Another issue centered on the absence of an effective
means to monitor and limit the potential credit risk exposures to
the parent bank holding company resulting from transactions
initiated by professional floor traders.

4010.0 4010.0 This section was revised to reflect the April 1990 single inspection
report format per SR 90-13 and to incorporate risk-based capital
changes. Subsections 4010.0.3 and 4010.0.7 were amended to
recognize Tier 1 capital instead of primary capital.

4020.1 4020.1 This section has been revised to recognize the risk-based and
leverage bank capital measures of the capital adequacy guidelines.
The examiner must analyze the adequacy of bank capital based on
the guidelines. The examiner is referred to section 303.1 of the
Commercial Bank Examination Manufalr further guidance.

4020.3 4020.3 This section was revised to reflect the Boards amendment of
Regulation H (section 208.19), as it pertains to the payment of
dividends by state member banks.

4020.6 This section was deleted.

4060.2 This former section has been deleted. It represented the capital
adequacy guidelines based on primary, secondary, and total
capital.

4060.3.2.1 4060.3.2.2 These subsections were revised based on the Board’s January 14,

4060.3.6.1 4060.3.6.2 1992 lifting of the limit on the amount of noncumulative perpetual

preferred stock that BHCs may include in Tier 1 capital for the
purposes of calculating their risk-based and Tier 1 leverage capital
ratios.
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Number Number Description of the Change(s)

4060.3.2.1.1.1 This subsection was added to reflect the Board’s view that ci
mon equity should remain the dominant form of a banking orgar
zation’s capital structure, as stated in its January 14, 1992 ame
ment to the risk-based and Tier 1 leverage capital measures.
situation is discussed when banking organizations are deemec
clearly have an overreliance on nonvoting equity elements
Tier 1 capital.

4060.3.2.1.1.2 This new subsection discusses perpetual preferred stock th
convertible to common stock. Generally such preferred stock
not included in Tier 1 capital.

4060.3.2.1.1.3 This new subsection states that excess minority interests in
form of a subsidiary’s preferred stock would usually be exclude
from capital.

4060.3.5.2.4 This new subsection is added to address the treatment of resi

tial mortgages sold with recourse that are not already included
the balance sheet. Such assets are to be converted at 100 pel
and assigned to the highest risk weight appropriate to the oblig
or the nature of any collateral or guarantees. An exception appli
to transfers of pools of residential mortgages.

4060.3.5.3.3  4060.3.5.3.2  This revised subsection discusses the zero conversion factol
tal requirements for commitments that expire within one year b
are subject to renewal (under a six to eight week renegotiatit
period).

4060.3.5.3.7 This subsection discusses the capital treatment of assets sold
recourse. Capital must be held against such assets when any ris
loss is retained.

4060.3.5.4.2 This subsection sets forth qualification criteria for subordina
debt of a BHC to be included in Tier 2 capital (Ref: SR 92—-37)
Also discussed, is the Board's August 28, 1992 Regulation
interpretation that sets forth the criteria that subordinated de
must meet to be included in capital. The section refers to certe
events, default clauses, or terms that could prevent subordina
debt from being included in capital. Certain acceptable terms &

also included.
4060.3.6.2 This subsection discusses certain terms that mawagr not
qualify perpetual preferred stock for Tier 1 capital treatment.
4060.3.7 4060.3.7 This section was revised to include the Board’'s October 4, 1

revision (effective November 7, 1991) to paragraph 1.A.1.b. of th
risk-based measure of the capital adequacy guidelines. The prc
sion provides that any perpetual preferred stock with a featu
permitting redemption at the option of the issuer qualifies &
capital only if the redemption is subject to prior approval by the
Federal Reserve.
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4060.3.9 4060.3.9 This subsection was revised to include the 12 CFR 225, appendix
B criteria for mandatory convertible debt securities and perpetual
debt for inclusion as Tier 2 capital in the risk-based capital
measure as referenced in section II.A.2.c. of the risk-based capital
guidelines.

4060.3.9.1 These subsections have been added based on the Board’'s August

4060.3.9.2 18, 1992 interpretation of Regulation Y with regard to the limita-

tions on the amount of subordinated debt that is to be included in
Tier 2 capital. These sections discuss the capital treatment of such
debt with dedicated proceeds or segregated funds.

4060.3.9.3 4060.2.3.5.1  This subsection was added to include the 12 CFR 225, appendix B
criteria applicable to both types of mandatory convertible securi-
ties for inclusion as Tier 2 capital, as referenced in section Il.A.2.c.
of the risk-based capital guidelines.

4060.3.9.3.1  4060.2.3.5.2  This new subsection includes the additional criteria applicable to
equity contract notes referenced in the risk-based capital guide-
lines, as described above.

4060.3.9.3.2  4060.2.3.5.3  This new subsection includes the additional criteria applicable to
equity commitment notes referenced in the risk-based capital
guidelines, as described above.

4060.8 4060.8 This section was revised to reflect the Board's February 1992
phasing out of the use of the formal HLT definition. The action
was taken on an interagency basis (with the OCC and the FDIC).
The formal definition had accomplished its original objectives of
focusing attention on the need for internal controls and review
mechanisms for monitoring and structuring HLTs, in a manner
consistent with the associated risks. The revised section continues,
and does not change, the general responsibilities of banking orga-
nizations for administering HLTs, the methods of HLT financing,
and the HLT inspection guidelines and considerations.

4070.0.8 4070.0.8 This subsection was revised to make reference to the risk-based
and leverage capital measures, discussed in more detail in sections
4060.3 and 4060.4. The section also acknowledges the Septem-
ber 18, 1992, issuance of final Prompt Corrective Action Measures
for state member banks, as a result of FDICIA.

4090.0 4090.0 The section was revised to reflect the change from semiannual to
quarterly reporting on the Country Exposure Report (Form FFIEC
009).

5000.0.1 5000.0.1 This subsection, representing the general instructions for the BHC

inspection program, has been revised to incorporate Board and
System Task Force changes to inspection reporting by SR 90-13
(April 1990). The inspection report was condensed to one basic
format for all bank holding companies.
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5010.1

5010.3

5010.4

5010.5

5010.6

5010.7

5010.10

5010.1

5010.3

5010.4

5010.5

5010.13

5010.7

5010.10

This section has been revised to indicate that the inspection re
now consists of a Core section and a Confidential section. Adc
tional supporting schedules are to be added to the open sect
when an existing area of concern or problem is addressed witt
the report. The section lists report pages that are to be included
the Core section of the inspection report for BHCs under or ov
$150 million or more in consolidated or total assets, as applicab
Also discussed are new or revised report pages that have b
added to the confidential section (i.e. Liquidity and Debt Informe
tion and Administrative and Other Matters). A list of supporting
report pages is also included.

The Table of Contents report form has been revised to list the
pages to be included in the report. Supporting report pages follc
the core pages.

The Examiner's Comments instructions have been revisec
indicate that the BOPEC financial composite rating is to be stat
(SR 88-37).

The instructions for the Scope of the inspection were revised
identifying peer groups and for inclusion of source information &
to the administration of policies and supervision over subsidiarie
The examiner is also to comment on the extent of reliance ¢
internal or other regulatory agency classifications.

This revised report page and instructions for “Structure &
Abbreviations” replaces the former “History and Structure” page
The instructions have been amended to include the April 19¢
revisions of SR 90-13.

The consolidated portion of the instructions for the Analysis
Financial Factors core page have been amended to include
analysis of asset quality and the adequacy of valuation reserv
Subsection 5010.7.5 provides for the use of an alternate format
the analysis of financial factors for larger and more complex bat
holding companies.

This section provides the form and instructions for the “Summ
of Consolidated Criticized Assets and Other Transfer Risk Pro
lems” set forth in SR 90-13 and revised for risk-based capital &
AD 91-25. The form replaced the “Summary of Examiner’s
Classifications of Parent Company and Nonbank Subsidiary Asse!
report page. The new form is to contain, by BHC organization:
level, information and methods used by the examiner for determi
ing consolidated asset quality. The report page summarizes cr
cized or classified assets, off-balance sheet risk (listed separatt
and other transfer risk problems. Subsection 5010.10.1.1.1 incluc
the September 1981 (SR 91-18) classification guidelines for
asset when a substantial portion of the asset has been charged-
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5010.10
continued

5010.13

5010.13

5010.14

5010.17

5010.37

5010.40

5010.10
continued

5010.32

5020.21

5010.6

5010.11

5010.39
5010.40

The reporting instructions have been revised as to the weighted
classified asset treatment of “value impaired” assets. In accor-
dance with SR 92-2, value impaired classifications are now
weighted the same as substandard classifications at 20 percent.
Previously, these assets were weighted the same as “doubtful”
classifications at 50 percent, net of the allocated transfer risk
reserves (ATRR).

The “Capital Structure” report page and instructions have been
revised to reflect the capital adequacy guidelines based on the
risk-based measure and the Tier 1 leverage measure. The report
forms were derived from AD 91-25. The instructions are split
between BHCs with consolidated assets of $150 million or more
and those with a lesser amount, whereby the FR 1241 report form
is used for the lead bank or comparable bank subsidiary(ies).

The “Capital Structure” (FR 1241) report page and instructions
have been revised to reflect the capital adequacy guidelines based
on the risk-based measure and the Tier 1 leverage measure (refer
to AD 91-25). The instructions for this report page are included in
Manual section 5010.32.

The “Policies and Supervision” page was revised to include a
discussion and appraisal of the parent company’s policies with
respect to dividends paid to stockholders.

The “Classified Assets and Capital Ratios of Subsidiary Banks”
report page and instructions have been revised to incorporate
changes from revisions to the capital adequacy guidelines—the
risk-based measure and the leverage measure.

The “Interest Rate Sensitivity—Assets and Liabilities” report
page is a new page, accompanied by instructions, that was devel-
oped for reporting consolidated interest rate sensitivity based on
pre-determined maturity categories.

The “Principal Officers and Directors” confidential report page
and instructions represents a condensing of former confidential
page A—Principal Officers and former confidential page B—
Directors per SR 90-13. For the revised report page, the salary,
directors fees and other remuneration, and certain ownership infor-
mation, was made optional and reserved for inclusion in other
supporting schedules.

BHC Supervision Manual

Page 12

December 1992



Bank Holding Company Supervision Manual

Supplement 3—December 1¢

New
Section
Number

Previous
Section
Number

Description of the Change(s)

5010.41

5010.42

5010.43

5010.44

5020.1

5030.0

5010.41

5010.31

5010.42

5010.43

5020.18

The confidential “Condition of the Bank Holding Company
report page and instructions have been revised to include ad
tional ownership information. The review of ownership is tc
include a determination whether an individual or group of shar
holders exercises significant influence over the BHC. Also tt
fiduciary holdings of the parent company stock are to be di
cussed. Management comments should include an assessmer
the effectiveness and control of supervision over subsidiarie
Comments on risk evaluation and management information sy
tems are also to be included.

The confidential “Liquidity and Debt Information” report pag
and instructions were derived from the former “Unaffiliated Bor-
rowings” report page. The revised report page expands cert:
information on commercial paper borrowings and funding gap fc
the parent company.

The “Administrative and Other Matters” confidential page D
the fundamental successor to the former “Other Matters” conf
dential page. The records checklist and the internal revenue s
vice audit statement have been removed. Space has been prov
for suggestions for the next inspection. Planning information ce
also be provided for on-site work to be performed for the ne
inspection.

In accordance with SR 90-13, the former “Statistical Data She
confidential report pages were replaced by the Inspection Su
mary FR 1417 and FR 1417a. These schedules provide the nec
sary statistical and other supporting data to give the reader
thorough, yet brief, summary of the financial condition and oper:
tions of the BHC. The final summary will comprise the last page
of the confidential section of the report. Reserve Banks can elect
provide the former “Statistical Data Sheet pages” in addition t
the FR 1417/1417a.

The inspection summary was revised by AD 91-25 to incorpora
changes to the capital adequacy guidelines based on the risk-be
measure and the Tier 1 leverage measure.

The “Bank Subsidiary” (FR 1241) report page and instructio
were revised to include the ratio of weighted classified assets
Tier 1 capital plus the allowance for loan losses (ref. AD 91-25).

This section contains all inspection reporting forms currently
use. A reference list of the forms is provided.
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Foreword

Section 1000.0

The Bank Holding Company Supervision
Manual has been prepared by Federal Reserve
supervision personnel to aid in the conduct of
on-site inspections of bank holding companies
(BHCs) and their nonbank subsidiaries and of
financial holding companies (FHCs). Themanual
presents a compilation of formalized procedures
and Board supervisory policies that supervision
and inspection personnel should follow, and it
includes new concepts introduced to keep pace
with the ever-changing industry. An integral
part of the Federal Reserve's overall program to
supervise banking organizations under a holding
company structure, the manua enhances the
staff’s ability to implement the Board’ s inspec-
tion and monitoring efforts.

The manual is designed to provide guidance
to examination and supervision personnel. It
should not be considered a legal reference.
Questions concerning the applicability of and
compliance with federal laws and regulations
should be referred to appropriate legal counsel.

The Federal Reserve System conducts risk
assessments and a full-scope inspection pro-
gram for BHCs. At a minimum, full-scope
inspections should include sufficient procedures
to reach an informed judgment on the assigned
ratings for the factors included in the BOPEC
rating system for BHCs. The procedures of a
full-scope inspection focus in part on assessing
the types and extent of risks to which a BHC
and its subsidiaries are exposed. Some of these
types of risks include credit, market, liquidity,
operational, legal, and reputational risks. Inspec-
tions also focus on evaluating the organization’s
policies and procedures for identifying, manag-
ing, and controlling such risk exposures, and
determining whether the management and direc-
tors are actively involved in the oversight of the
organization’s risk-management program.
Inspections or reviews aso generaly include
transaction and compliance testing to determine
whether the organization’s policies and proce-
dures for risk management are fully effective
and being followed.

The inspection process commences with a
preliminary risk assessment. The risk assess-
ment highlights the strengths and weaknesses of
the holding company and provides a basis for
determining the procedures to be conducted dur-
ing an inspection. Risk assessments identify the
organization’s principal business activities and
the types and quantities of risks associated with
the activities (including those conducted off-
balance-sheet). The quality of management and
control of risks is factored into the initial risk

profile of the holding company. Sources of
information for the risk assessment include prior
bank and BHC inspection reports and workpa-
pers, surveillance program reports, and regula-
tory reports. Other relevant supervisory materi-
als derived from within the Federal Reserve
System or other federal and state banking super-
visors, as well as from other responsible regula-
tory agencies, such asthe Securitiesand Exchange
Commission and state insurance authorities, are
also used. Other sources for the risk assessment
may include the banking organization’s publicly
available reports, such as annual and other peri-
odic reports and informational releases; strate-
gic plans and budgets; interna management
reports; information packages for the board of
directors; correspondence; the board of directors
executive and audit committee minutes; internal -
audit workpapers and reports; and stock-analysis
reports. The activities, transactions, and identi-
fied areas having the most significant risks, inad-
equate risk-management processes, or rudi-
mentary internal controls will represent the
banking organization’s highest risks. The risk-
assessment process will culminate in a formal-
ized and structured supervisory strategy to be
followed when conducting an inspection.

The banking organization’s highest risks are
expected to undergo the most rigorous scrutiny,
analysis, and transaction testing by examiners
and supervisors. Transaction testing isareliable
and essential inspection technique for assessing
the banking organization’s condition and verify-
ing its adherence to internal policies, proce-
dures, and controls. Transaction testing alone,
however, is not sufficient for ensuring safe and
sound operations in a highly dynamic banking
environment. The changing financial instru-
ments and markets alow institutions to rapidly
reposition their portfolio risk exposures. To
ensure that banking organizations have systems
in place to identify, measure, monitor, and con-
trol their changing risk exposures, inspections
focus further on evaluating the banking organi-
zation' s risk-management processes. These risk-
management eval uations determine the extent to
which the banking organization’s management
processes can be relied on.

The full-scope inspection may be conducted
at apoint in time or through a series of targeted
or limited-scope reviews conducted on an ongo-
ing or continuous basis for the largest and most
complex banking organizations. Irrespective of
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1000.0

the duration of the inspection, planned supervi-
sory activities should be coordinated well in
advance with other responsible bank, thrift, and
functional regulators to avoid duplication of
effort and to minimize burden on the banking
organization. Supervisory findings of inspec-
tions should be communicated to the banking
organization’s management or boards of direc-
tors, as well as to the banking organization's
other bank supervisors and functional regula-
tors, where relevant.

The inspection also measures the financial
strength of the FHC or BHC and focuses on
financial indices of both the consolidated entity
and its component parts. In addition to the
analysis of risk, the other principal indices
appraised are quality of assets, earnings, capital
adequacy, cash flow and liquidity, and the com-
petency of management. In addition, an inspec-
tion or supervisory program should assess the
banking organization’s program for the transac-
tions between insured subsidiaries and affiliates.
The basic objective of this assessment is to
determine the impact or conseguences of trans-
actions between the parent holding company or
its nonbanking subsidiaries and the insured sub-
sidiaries. Of particular importance is whether
intercompany transactions result in a diversion
of income or income opportunity fromaninsured
subsidiary to a holding company affiliate.
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The competency of BHC management in over-
seeing the banking organization's business
activities, risk management, and financial condi-
tion is aso evauated. The FHC and BHC
inspection process provides a vehicle for acom-
prehensive assessment of the effectiveness of
management, resulting in a more open and
informed dialogue between management and
representatives of the Federal Reserve.

In summary, theinspection processisintended
to increase the flow of information to the Fed-
eral Reserve System concerning the soundness
of FHCs and BHCs. This information will per-
mit the Federa Reserve to encourage sound
banking practices and to take appropriate super-
visory action when warranted.

This manual is updated periodically to reflect
current supervisory policy and procedures and
changing practices within the industry. The
manual is aso available on the Board's public
web site at www.federalreserve.gov/boarddocs/
supmanual/. We solicit the input and contribu-
tion of al supervisory staff and others in refin-
ing and modifying its contents. Please address
al correspondence to Director of Banking
Supervision and Regulation, Board of Gover-
nors of the Federal Reserve System, Washing-
ton, D.C. 20551.
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Preface
Section 1020.0

1020.0.1 INTRODUCTION the holding company form of organization, sev-
eral banking organizations had succeeded by tt
This manual is designed to aid personnel of th@950’s in expanding over an entire region of the
Federal Reserve System in supervising bangountry, operating banks in several States.
holding companies. As such, it will review in  During the 1960’s many banks, especially the
considerable detail current policies and procdargest ones, desired to expand into new lines ¢
dures for supervising the financial affairs ofactivity. In most cases, these new activities wer!
these banking organizations and will also disfinancial in nature and were closely related tc
cuss statutes, regulations, interpretations arftaditional banking operations. While some bank
orders that pertain to bank holding companyvere successful in obtaining supervisory ap
supervision. Before proceeding, however, it igproval to enter certain of these new activities
desirable to step back and view bank holdinghe courts subsequently voided many of thes
companies and their supervision in a broadempprovals. Unable to enter these activities as
perspective. This preface is designed to provideank, many of these organizations converte
that perspective. into the holding company form and entered

While the holding company form of organiza-these activities through the holding company.
tion exists in many industries, it is particularly In recent years banking organizations als
prevalent in the regulated industries—telephondiave used the holding company device to increa:s
electric and gas utility, railroad, savings andheir financial flexibility. For example, in order
loan, and banking. Regulated industries havto avoid the reserve requirements and intere:
learned that a holding company structure allowsate ceilings applicable to deposits of their banl
certain entities to avoid some of the constraintsubsidiaries, many banking organizations hav
of regulation. For example, regulation often lim-utilized the parent company as a vehicle to func
its the geographic area that a regulated firm cafthe organization. Moreover, the holding com-
serve. By forming a holding company, manypany structure has allowed organizations to attai
regulated organizations can serve a broader arddgher leverage levels than otherwise migh
thereby potentially benefiting from economieshave been permitted.
of scale and risk reduction through geographic Historically, the Bank Holding Company Act
diversification. sought to provide for the separation of banking

A second purpose for the use of a holdingrom commerce. In order to avoid any detrimen-
company structure by regulated firms is to expantil effects on the public interest, the activities of
into other product markets, often ones that arbank holding companies have been limited b
not subject to regulation. law and regulation and transactions with bank

A third purpose for the use of a holdinging subsidiaries are virtually prohibited. This
company structure is to increase the organizapasic rationale is the cornerstone for regulatin
tion's financial flexibility, thereby avoiding some the financial affairs of bank holding companies.
of the financing constraints imposed by regula-
tion. These constraints can include limitations
on leverage, the types of assets that the firm cgt020.0.2 POSSIBLE CONSEQUENCES
acquire and the types of liabilities that it canOF HOLDING COMPANY
issue. Another possible financial advantage dFORMATION
the holding company is to obtain tax benefits.

Bank holding companies were created foiThere are two primary ways that a holding
essentially the same reasons that holding conecompany can have an adverse effect on th
panies were created in other industries; to exparfthancial condition of a regulated subsidiary.
geographically, to move into other product marThe first is for the holding company (or its
kets, and to obtain greater financial flexibilityunregulated-regulated subsidiaries) to take e»
and tax benefits. The primary use of the bankessive risks and fail. This failure could have &
holding company device prior to the late 1960's'ripple effect” on the regulated firm, impairing
was to expand banking operations geographits access to financial markets. The classic ca:
cally. The holding company form was neededs the Insull empire in the electric utility indus-
because many States either prohibited or sharptyy, which involved the pyramiding of numerous
curtailed branching within the State. Moreoverhighly leveraged holding companies. The col-
banks generally did not have the authority ta
branch beyond the geographic limits of the StatgHC Supervision Manual December 1992
in which the bank was chartered. By employing Page 1
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lapse of this pyramid during the Depression ofo consider the holding company’s financial
the 1930’s severely impacted the regulated elecondition, the character of its management, and
tric utility operating companies and impairedthe effect of granting the permit on the bank.
their ability to service the public. Congress also gave the Federal Reserve the

A second major way that a holding companyright to inspect bank holding companies.
can have a harmful effect on the financial condi- About two decades later, Congress passed the
tion of a regulated subsidiary is through advers8ank Holding Company Act of 1956. This leg-
intercompany transactions and excessive divislation required the Federal Reserve, in passing
dends. Adverse intercompany transactions typon proposed bank acquisitions by holding com-
cally involve either the purchase and sale opanies, to consider the competitive, financial
goods and services or financial transactions thand managerial implications of the proposal.
are on nonmarket terms. Concern over the uddore recently, the Bank Holding Company Act
of the holding company device to transfer finanAmendments of 1970 required the Federal
cial resources from the regulated firm has beeReserve to make a similar determination in
particularly prevalent. In this case, there haspplications by holding companies to acquire
been a conflict of views between the governnonbanking companies. The amendments also
ment, and the firms which want to diversify inbrought one-bank holding companies into the
order to increase their return on investment.  Federal Reserve'’s jurisdiction.

In the mid 1970’s, concern over holding com- Subsequently, Congress and the public be-
panies forcing regulated firms into adverse transsame seriously concerned over the possible
actions surfaced in the banking industry. In thisadverse impact of holding companies on the
instance, the objective was not to divert refinancial condition of subsidiary banks. These
sources from the bank to more profitable areagdverse developments led to two results; addi-
but rather to use bank resources to save a notienal legislation and stepped-up holding com-
bank affiliate from failure. pany supervision. The major Congressional action

was to give the Federal Reserve much needed
cease and desist powers over bank holding com-

1020.0.3 REGULATORY RESPONSE  Panies. This authority now supplements certain
TO THE HOLDING COMPANY statutes, such as dividend restrictions and limita-
tions on bank transactions with affiliates, that
Historically, public policymakers have recog-tend to protect banks in a holding company
nized that holding companies can have botRrganization.
positive and negative effects on regulated sub- Inthe mid-1970's, the Federal Reserve stepped
sidiaries. The fact that policymakers have perUP its supervision and monitoring of bank hold-
mitted holding companies to exist in all of theiNd companies in a variety of ways. First, the
major regulated industries indicates that th&ederal Reserve increased the scope and fre-
effects, on balance, have not been decided§uency of holding company inspections, and
negative. However, there have been enougter introduced a bank holding company rating
problems over the years that holding companie®ystem designed to focus attention on those
in most regulated industries are subject to g@rganizations having the most serious problems.
least some form of regulation. This regulation>econd, the Federal Reserve began to monitor
varies substantially from one regulated industrjr@nsactions between bank subsidiaries and the
to another. rest of the holding company organization
Until the mid-1970’s, Congressional concernghrough - quarterly intercompany  transactions
with bank holding companies were primarily"€ports. Third, the Federal Reserve imple-
oriented to competition, concentration of finanmented a computer-based surveillance program
cial resources and the proper range of bankingesigned to identify emerging financial prob-
activities. However, there was also some limitedems. Finally, the Federal Reserve began to em-
recognition of the possible impact of holdingPloy its new holding company cease and desist
companies on the financial condition of banksPowers in an effort to curtail unsafe and unsound
The earliest evidence was the Banking Act oPractices. .
1935, inwhich Congress gave the Federal Reserve The period prior to 1980 marked a gradual
Board authority to issue permits to holding comdecline in the ratio of equity capital to total
panies to vote the stock of their banks. In actingSsets within the United States Commercial

on permit applications, the Board was required®@nking system, particularly for the nation’s
largest banking organizations. In an effort to

BHC Supervision Manual December 1992 reverse that trend, the Federal Reserve System
Page 2 and the Comptroller adopted guidelines for
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national and state member banks and bank holdgement’s ability to direct and control the orga-
ing companies in December 1981. The guidenization utilizing the basic assumption that the
lines established minimum capital levels andank holding company is responsible for the
capital zones. The guidelines provided statdirection and vitality of the organization. Over-
member banks and bank holding companieseeing the supervision of banking organization
with targets or objectives to be reached oveentails evaluating management’s policies an
time. As a result, many of the banks and bankrocedures, wherever they are established withi
holding companies improved their capital posithe corporate structure, as part of the examing
tions. However, other developments, includingion/inspection process. Such policy areasinclud
deregulation of interest rates on bank liabilitiesthe consolidated planning process, risk manag
weakening of loan portfolios (asset quality) ofment, funding, liquidity, lending, management
some banking institutions occasioned by econformation systems, loan review, and audit anc
nomic shocks in certain industries or geographiinternal controls.
cal areas, and increased competition in the finan- The Board, concerned with strengthening thg
cial services areas, combined to place additionalpervision over member banks and bank holc
pressures on the profitability of banking institu-ing companies, adopted a policy statemern
tions and accentuate the potential demands argarding cash dividends not fully covered by
the capital positions of those institutions. earnings on November 14, 1985. The policy
The Federal Reserve System continued tstatement addressed the situation when cash di
stress the importance of the capital guidelines irdends are not fully covered by earnings, whict
setting standards of capital adequacy. The Boargpresents a return of a portion of an organiza
thus amended its guidelines in June 1983, to s&ébn’s capital (refer to Manual section 2020.0
explicit minimum capital levels for multina- for a discussion regarding the policy statement)
tional organizations. The Board adopted a policy statement or
In November 1983, congressional concerm\pril 24, 1987, also related to the strengthening
over existing conditions, prompted the enactef the supervision over subsidiary banks of banl
ment of the International Lending Supervisionholding companies. The Board reaffirmed its
Act of 1983 (“ILSA"). The Act directed that the long-standing policy that a bank holding com-
federal banking agencies cause banking institypany should act as a source of financial an
tions to establish minimum capital levels formanagerial strength to its subsidiary financia
banking organizations. In December 1983, théstitutions. The policy statement provides thal
Board, therefore, published the guidelines aa bank holding company should not withhold
Appendix A to the totally revised Regulation Y financial support from a subsidiary bank in a
(12 C.F.R. section 225). Then in April 1985, theweakened or failing condition when the holding
Board adopted new capital adequacy guidelinesompany is in a position to provide the support
to increase the required minimum primary andrhe Board emphasized that a bank holding corr
total capital levels for the larger regional andpany’s failure to provide assistance to a trouble
multinational bank holding companies and stater failing subsidiary bank under these circum-
member banks. This action, when considered istances would generally be viewed as an unsa
conjunction with the capital maintenance regulaand unsound banking practice or a violation o
tions of the Comptroller of the Currency and thehe Boards Regulation Y (refer to section 225.
Federal Deposit Insurance Corporation, estalfa)(1)) or both.
lished uniform minimum capital levels for all Congress limited the expansion of nonbanl
federally supervised bank holding companieshanks with the passage of the Competitive Equa
regardless of size, type of charter, primanyjty Banking Act of 1987. The legislation rede-
supervisor or membership in the Federal Resenfined the definition of “bank” in the Bank Hold-
System. ing Company Act so that an FDIC-insured
The strengthening of supervision over bankstitution is a bank. Existing nonbank banks
and bank holding companies is an equallyere grandfathered but certain limitations were
imposing supervisory concern. The Federamposed on their operations.
Reserve System adopted a number of supervi- In an effort to further strengthen the capital
sory policies in 1985 that directly affected theposition in banks and bank holding companies
supervision of bank holding companies, such athe Board of Governors of the Federal Reserv
the increased frequency and scope of inspeSystem, on January 19, 1989, issued final guide
tions and the communicating of the results ofines to implement risk-based capital require-:
inspections (refer to Manual section 5000). In
addition, the scope of the inspection was expandesHc Supervision Manual December 1992
to provide for a comprehensive analysis of man- Page 3
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ments for state member banks and bank holdinidpe non-Tier 1 portion of cumulative perpetual
companies. The guidelines are based on thereferred stock, limited-life preferred stock and
framework adopted July 11, 1988, by the Baslsubordinated debt, and loan loss reserves up to
Committee on Banking Regulations and Supereertain limits.

visory Practices, which includes supervisory The risk weights assigned to assets and credit
authorities from 12 major industrial countries.equivalent amounts of off-balance sheet items
The guidelines are designed to achieve certaiare based primarily on credit risk. Other types of
important goals: exposure, such as interest rate, liquidity, and
funding risk, as well as asset quality problems,
: . : are not factored into the risk-based measure.
Establishment of a uniform capital frame'Such risks will be taken into account in deter-

work, applicable to all federally supervised™ . " . NN

bankingpgrganizations (the gu?iielinpes werdnining a final assessment of an organization’s,

also adopted by the Office of the ComptrollerCapltal adequacy, however. . -
Congress addressed the recent thrift crisis

of the Currency, and the Federal Deposit . - o .
Insurance Corporation); with the passage of thrift legislation, the Finan

Encouragement of international banking Orgag:ial Institutions Reform, Recovery, and Enforce-
L : - .- 2 ment Act of 1989 (FIRREA), which was signed
gzgtlons to strengthen their capital posmonsinto law on August 9, 1989. The legislation

Reduction of a source of competitive inequal-brought forth a number of important develop-

ity arising from differences in supervisory {gegﬁzt%f:]eggggegsgdk holding companies. The
requirements among nations. 9 '

1. acquisition of thrifts, in addition to failing

The guidelines establish a systematic analytienes;
cal framework that: (1) makes regulatory capital 2. conversion of thrifts to banks;
requirements more sensitive to differences in 3. merger of thrifts with banks; and the
risk profiles among banking organizations; 4. enhancement of enforcement authority.

(2) factors off-balance sheet exposures into

explicit account in assessing capital adequacy, The Federal Deposit Insurance Corporation
minimizes disincentives to holding liquid, low- Improvement Act of 1991 (FDICIA) was signed

risk assets; and achieves greater consistency iimo law on December 19, 1992. It was enacted
the evaluation of the capital adequacy of majoto require the least-cost resolution of insured
banking organizations throughout the world.  depository institutions, to improve supervision

The risk-based capital guidelines include bottand examinations, to provide additional re-
a definition of capital and a framework for cal-sources to the Bank Insurance Fund, and for
culating weighted risk assets by assigning assetgsher purposes. It required the federal banking
and off-balance sheet items to broad risk categ@gencies and their holding companies to pre-
ries. An institution’s risk-based capital is calcu-scribe standards for credit underwriting, loan
lated by dividing its qualifying total capital (the documentation, as well as numerous other stan-
numerator of the ratio) by its weighted riskdards that are intended to preserve the safety
assets (the denominator). and soundness of banking organizations.

The guidelines provide for phasing in of risk- FIDICIA further amended the International
based capital standards through the end of 199Banking Act of 1978. The Federal Reserve's
at which time the standards become fully effecauthority over foreign bank operations (includ-
tive. At that time, banking organizations will be ing representative offices in the U.S.) was signif-
required to have capital equivalent to 8 percentantly increased.
of assets, weighted by risk. FIDICIA required the federal banking agen-

Banking organizations must have at leastiestoadoptstandards for undercapitalized finan-
4 percent Tier 1 capital, which consists of corecial institutions. The Board, on September 18,
capital elements, including common stockhold1992, issued Prompt Corrective Action Mea-
er's equity, retained earnings, and noncumulasures for state member banks.
tive and limited amounts of cumulative perpet- During 1992, the Federal Reserve issued guid-
ual preferred stock, to weighted risk assets. Thance on such issues as the monitoring and con-
other half of required capital (Tier 2), caninclude trolling of risk from asset concentrations, the
among other supplementary capital elementslisclosure, accounting, and reporting of past due
(nonaccrual) loans, and the need for consistent
BHC Supervision Manual December 1992 Mmethods in determining the amount of the
Page 4 allowance for loan and lease losses.
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With the FIRREA and FIDICIA legislation, continue to be a primary objective of the Fed-
Congress re-emphasized the need for continuesdtal Reserve. As it is now, it will be continu-
strengthening of the supervision over financiabusly emphasized during the examination.
institutions. The strengthening of supervisiorinspection of member banks and bank holding
over banks and bank holding companies wilcompanies during the 1990’s and beyond.

BHC Supervision Manual December 1992
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Use of the Manual
Section 1030.0

The Manual is presented in “sections” which nized that in some instances the procedures m:
have been grouped together into “parts” thanot apply in their entirety to all bank holding
have in common a central theme pertaining teaompanies.
BHC supervision. For example, Part Il is com- Examiners may exercise a measure of discre
posed of sections which discuss topics of spdion depending upon the characteristics of th
cial interest for supervisory review. Part Il isorganization under inspection.
composed of sections which discuss the various References to the “Examiner's Comments”
exemptive provisions to the nonbank prohibiinspection report page throughout this Manua
tions of the BHC Act. Part IV presents sectionsare synonymous with Core Page 1 of the inspec
on the preparation of a financial analysis whildion report—“Examiner's Comments and Mat-
Part V discusses the methods used to prepaters Requiring Special Board Attention"—as
the inspection report forms. discussed in Part V of the Manual.

In preparing to conduct an inspection and Part V of the Manual concerns the inspectior
complete the inspection report forms, the examprogram and report forms.
iner should review the information requirements
presented in Part V which include a “section”
for each page within the inspection report. Many1030.0.2 NUMBERING SYSTEM
of these sections contain cross-references to
other sections within Parts II-IV of the Manual The Manual is arranged using a numerical cod
that present in greater detail the issues to b8g system based on the Manual's parts, sec
considered during the inspection process. Thgons and subsections. Parts are differentiate
examiner assigned to complete a particular inusing “thousands” notations, sections using “dig-
spection report page should review the sectiori&s” notations, and subsections using “tenths”

cross-referenced in Part V. placed after a decimal point as follows:

Given that the overall objective of the Manual
is to standardize and formalize inspection objedPart ll—Topics for Supervisory 2000.0
tives and procedures that provide guidance to Review
the examiner and enhance the supervisory pr&ection 6—Management Information 60.0
cess, the content of the sections within Parts System
lI-IV are grouped into broad categories. TheySubsection —Audit 1
are 2060.1

1030.0.1 INSPECTION OBJECTIVES; 1030.0.3 ABBREVIATION
INSPECTION PROCEDURES;
LAWS, REGULATIONS, The Bank Holding Company Act of 1956, as
INTERPRETATIONS, AND ORDERS amended, is abbreviated as “the Act” through-
out the Manual.
Not all of the categories are presented in each
section. Where a particular topic is exclusively
financially related and does not involve legall030.0.4 AMENDMENTS TO THE
considerations, the subsection on “Laws, ReguMANUAL
lations . . .” may beomitted.
These procedures were designed for a fullAmendments will be published periodically as
scope, comprehensive inspection. It is recogieeded.

BHC Supervision Manual June 1995
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Bank Holding Company Examination and Inspection Authority

Section 1040.0

1040.0.1 BHC INSPECTIONS

The Gramm-Leach-Bliley Act (GLB Act)
amended section 5(c) of the Bank Holding Com-
pany Act (BHC Act) pertaining to BHC reports
and examinations (or inspections, in the case of
BHCs). The GLB Act provides specific supervi-
sory guidance to the Board of Governors of the
Federal Reserve System (and the Federal Reserve
Banks via delegated authority) with respect to
the breadth of BHC inspections. It also empha-
sized the focus and scope of BHC inspections
and the inspections of BHC subsidiaries. An
inspection is to be conducted to—

1. inform the board of the nature of the opera-
tions and financial condition of each BHC
and its subsidiaries, including—

a. the financial and operationa risks within
the holding company system that may
pose a threat to the safety and soundness
of any depository ingtitution (DI) subsidi-
ary of such bank holding company, and

b. the systems for monitoring and control-
ling such financial and operational risks;
and

2. monitor compliance by any entity with the
provisions of the BHC Act or any other
federal law that the Board has specific juris-
diction to enforce against the entity, and to
monitor compliance with any provisions of
federal law governing transactions and rela
tionships between any DI subsidiary of a
BHC and its affiliates.

1040.0.2 FOCUS AND SCOPE OF BHC
INSPECTIONS

The focus and scope of an inspection is limited,
to the fullest extent possible, to the BHC and
any subsidiary of the BHC that could have a
materially adverse effect on the safety and sound-
ness of any DI subsidiary of the holding com-
pany due to (1) the size, condition, or activities
of the subsidiary, or (2) the nature or size of the
transactions between the subsidiary and any DI
subsidiary of the BHC.

The Board is to use, to the fullest extent
possible, the bank examination reports of Dls
prepared by the appropriate federal or state DI
supervisory authority. The Board also is to use,
to the fullest extent possible, the examination
reports for non-Dls prepared by the following:

1. the Securities and Exchange Commission
(SEC) for any registered broker or dealer

2. the SEC or any dtate for any investment
adviser registered under the Investment Com-
pany Act of 1940

3. any state insurance regulatory authority for
any licensed insurance company

4. any federal or state authority for any other
subsidiary that the Board finds to be compre-
hensively supervised

1040.0.3 EXAMINATIONS OF
FUNCTIONALLY REGULATED
SUBSIDIARIES

The Board's ability to examine a functionaly
regulated subsidiary (FRS) islimited. The Board
can examine an FRS only if the Board—

1. has reasonable cause to believe that the sub-
sidiary is engaged in activities that pose a
material risk to an affiliated DI ;

2. has reasonably determined, after reviewing
relevant reports, that an examination of the
subsidiary is necessary to be adequately
informed of the systems for monitoring and
controlling the operational and financial risks
posed to any DI; or

3. has reasonable cause to believe, based on
reports and other available information, that
a subsidiary is not in compliance with the
BHC Act or any other federa law that the
Board has specific jurisdiction to enforce
against such subsidiary. This includes provi-
sions relating to transactions with an &ffili-
ated DI, when the Board cannot make its
determination by examining the affiliated DI
or the BHC.

December 2000
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Introduction To Topics For Supervisory Review
Section 2000.0

Discussed within these subsections are topiegement information systems, taxes, funding
associated with regard to the overall banicontrol and ownership, reporting by foreign
holding company organization. Included is genand domestic banking organizations, forma
eral information, inspection objectives andcorrective actions, sharing of criminal referral
procedures, and in some instances referencesitdormation, investment transactions, recog:
laws, interpretations, and Board orders. Thaition and control of risk, purchase and sale o
primary topics addressed are the supervision &f.S. Government guaranteed loans, and ventu
subsidiaries, grandfather rights, commitments;apital.

extensions of credit to BHC officials, man-
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Supervision of Subsidiaries
Section 2010.0

The relative merit of the degree of supervisiorwith infrequent contacts with affiliates, place-
is dependent upon a number of factors, and mustent of parent or lead bank directors and offi-
be analyzed in light of efficiency and operatingcers in less than a majority of the banks within
performance. The degree and nature of controhe system and infrequent reporting by subsidi
over subsidiary organizations in a holdingaries concerning investments and operating pe
company system usually falls between two exformance. The bank holding company might ac
tremes: a tightly controlled, centralized networkonly in a minor advisory capacity. In such a
similar to a branch system, or a loosely condecentralized system each subsidiary operat
trolled, decentralized system with each subsidias a relatively autonomous unit, with authority
ary operating autonomously. A bank holdingand responsibility for certain actions delegate
company might originate as a “shell” corpora- by the parent to the board and/or chief executiv:
tion organized by investors interested in purofficer of each subsidiary.

chasing a bank, or by a bank interested in reor- It is the responsibility of the directors and
ganizing into a holding company structure inmanagement of the parent company to establis
order to expand through acquisition of nonbanland supervise the policies of subsidiaries, eithe
concerns or other banks. The management amtirectly or through delegation of authority. The
directorate of such a holding company are ofteimportance of written policies in a delegated,
the same as that of the bank. As the holdinglecentralized organization cannot be over
company expands through acquisitions, the paemphasized, and the selection of qualified offi
ent may continue to exercise control through theers to carry out policies is equally important. If
staff of the lead bank, or may form a separatevritten policies have not been developed by thq
staff to overview the operations of all subsidi-holding company, the examiner should recom
aries. The relative merit of the degree of supemend that major policies be written and commu:
vision is dependent upon a number of factorsjicated to subsidiaries. Policies should ensur
and must be analyzed in light of efficiency andhat subsidiaries are not managed for cross pu
operating performance. poses and should avoid concentrations of risk

The level at which policies are establishen a consolidated basis.
and supervised, the frequency of contact
between the parent and subsidiaries, and the

extent to which officers and directors of theoq100.1 POLICY STATEMENT ON
parent serve also as officers and directors of the e .RiESPONSIBILITY OF BANK
subsidiary organizations are indicative of theyo DING COMPANIES TO ACT AS

level of control exercised by the parent. A cengoURCES OF STRENGTH TO THEIR
tralized bank holding company is characterize UBSIDIARY BANKS

by the placement of directors and officers of the
parent company (or those of the lead bank) iThe Board is concerned about situations wher
each of its subsidiaries, with frequent groupa bank has been threatened with failure notwith
meetings held between the officers of the leadtanding the availability of resources to its par:
bank or holding company and those of the subent bank holding company. In order to assur
sidiary organizations. While this is an efficientthat the Board’s policy that bank holding com-
method of operation, this type of organizatiorpanies serve as sources of financial strength
builds in the potential for conflicts of interest for subsidiary banks is understood by bank holdin
those individuals who serve in dual capacitiescompanies, the Board has issued a general pc
Corporate policies should recognize this poternicy statement reaffirming and articulating these
tial and provide guidance for resolution. Theprinciples, and confirming that the policy ap-
overriding principle should be thato member plies to failing bank situations. This long-
of the bank holding company organizationstanding policy has been recognized by the
should be disadvantaged by a transaction witBupreme Court in its decision Board of Gov-
another affiliate. Management of the investmengrnors v. First Lincolnwood Corp. 439 U.S.
portfolio, budgets, tax planning, personnel, cor234 (1978), and has been incorporated explicitl
respondent relationships, loans and loan particin the Board’s Regulation Y, 12 C.F.R.
pations, and liability management are usuall®25.4(a)(1).
controlled by the parent or lead bank in a cen- A fundamental and long-standing principle
tralized system.
A decentralized system is one in which thesHc Supervision Manual December 1992
banks act independently of the parent company, Page 1




Supervision of Subsidiaries 2010.0

underlying the Federal Reserve’s supervisionf a commercial bank, bank holding companies
and regulation of bank holding companies idiave an obligation to serve as a source of
that bank holding companies should serve astrength and support to their subsidiary banks.
sources of financial and managerial strength to An important determinant of a bank’s finan-
their subsidiary banks. It is the policy of thecial strength is the adequacy of its capital base.
Board that in serving as a source of strength t€apital provides a buffer for individual banking
its subsidiary banks, a bank holding companyrganizations to absorb losses in times of finan-
should stand ready to use available resources tial strain, promotes the safety of depositors’
provide adequate capital funds to its subsidiarfunds, helps to maintain confidence in the bank-
banks during periods of financial stress or adveiing system, and supports the reasonable expan-
sity and should maintain the financial flexibility sion of banking organizations as an essential
and capital-raising capacity to obtain additionaklement of a strong and growing economy. A
resources for assisting its subsidiary banks in strong capital cushion also limits the exposure
manner consistent with the provisions of thisof the federal deposit insurance fund to losses
policy statement. experienced by banking institutions. For these
Since the enactment of the Bank Holdingreasons, the Board has long considered adequate
Company Act in 1956, the Board has formallycapital to be critical to the soundness of individ-
stated on numerous occasions that a bank holdal banking organizations and to the safety and
ing company should act as a source of financiatability of the banking and financial system.
and managerial strength to its subsidiary banks. Accordingly, it is the Board’'s policy that a
As the Supreme Court recognized, in the 1978ank holding company should not withhold
First Lincolnwooddecision, Congress has ex-financial support from a subsidiary bank in a
pressly endorsed the Board'’s long-standing vieweakened or failing condition when the holding
that holding companies must serve as a “sourceompany is in a position to provide the support.
of strength to subsidiary financial institutions.” A bank holding company’s failure to assist a
In addition to frequent pronouncements over théroubled or failing subsidiary bank under these
years and the 1978 Supreme Court decision, th@rcumstances would generally be viewed as an
principle has been incorporated explicitly inunsafe and unsound banking practice or a viola-
Regulation Y since 1983. In particular, Sectiortion of Regulation Y or both.
225.4(a)(1) of Regulation Y provides that: Where necessary, the Board is prepared to
] take supervisory action to require such assis-
‘A bank holding company shall serve as atance. Finally, the Board recognizes that there
source of financial and managerial strength tghay be unusual and limited circumstances
its subsidiary banks and shall not conduct itsvhere flexible application of the principles set
operations in an unsafe or unsound manner.” forth in this policy statement might be neces-
sary, and the Board may from time to time
identify situations that may justify exceptions to
Sthe policy.
- : LN This statement is not meant to establish new
acquiring a c_ommerma_l bank, a bank holdin rinciples of supervision and regulation; rather,
company derives certain benefits at the corp is already noted, it builds on public policy con-

rate level that result, in part, from the ownershi iderations as reflected in banking laws and
of an institution that can issue federally-insure%e ulations and long-standing Federal Reserve
depqsns and_ has access to Fed“eral Rese"rg pervisory policies and practices. A bank hold-
credit. The existence of the federal “safety net ing company’s failure to meet its obligation to

reflects important governmental concerns Serve as a source of strength to its subsidiary

garding the critical fiduciary responsibilities Ofbank(s), including an unwillingness to provide

depository institutions as custodians of deposiz : ; o
. > L appropriate assistance to a troubled or failin
tors’ funds and their strategic role within our hprop g

£ th bank, will generally be considered an unsafe
economy as operators of the payments systef}y ,nsound banking practice or a violation of

gnd impartial providers Qf credit. Thus, in Seel.‘Regulation Y, or both, particularly if appropriate
ing the advantages flowing from the ownershigeggrces are on hand or are available to the

The important public policy interest in the sup-
port provided by a bank holding company to it
subsidiary banks is based upon the fact that

bank holding company on a reasonable basis.

1. Board of Governorsv. First Lincolnwood Corp.,439 H i _
U.S. 234, 252 (1978), citing S. Rep. No. 95-323, 95th Cong Consequemly‘ such a failure will generally re

1st Sess. 11 (1977). $ultin the issuance of a cease and desist order or
other enforcement action as authorized under
BHC Supervision Manual December 1992 banking law and as deemed appropriate under

Page 2 the circumstances.



Supervision of Subsidiaries 2010.0

2010.0.2 BOARD ORDER 2010.0.4 INSPECTION PROCEDURES
REQUESTING A WAIVER FROM THE

BOARD’'S SOURCE OF STRENGTH 1. Determine if the holding company main-
POLICY tains its own staff, or whether the holding com-

pany management and directorate are the san
On December 23, 1991, the Board approved aas those of a subsidiary.
application of a BHC to eventually acquire 2. Determine whether the board of directors
100 percent of the outstanding stock of anothesf the parent company reviews the audit reports
BHC unde a 5 year option. Initially, the BHC regulatory examination reports, and board min
would acquire approximately 26 percent of theutes of its subsidiaries.
acquiree’s total capital by purchasing a 15-year 3. Determine the extent to which subsidiaries
subordinated capital note agreement. It wouldely upon the parent for investment and lending
then have the option to acquire all of the remainguidance.
ing stock within 5 years. The acquiring BHC 4. Determine which specific functions and
requested that the Board waive any requirememiecisions are performed only at the parent comr
of the Board that it serve as a source of financigbany level.
strength to the subsidiary bank (the Board’'s 5. Determine the extent to which repre-
“Source of Strength” policy) of the BHC ac- sentatives of the parent company serve as off
quired until such time that the option is exer-cers and/or directors of subsidiaries.
cised to acquire the actual ownership of all the 6. Review minutes of the board and execu
shares. The Board considered the request atide committees of the parent to determine
determined that it would not be appropriate tovhether the parent company reviews loan de
waive the responsibility to serve as a source dfnquency reports, comparative balance shee
financial strength to the bank in this case. Thand comparative income statements of th
Board noted that the option agreement and theubsidiaries.
capital note agreement together provide a mech- 7. Review the extent of influence and control
anism for the acquiring BHC to exert controlover both bank and nonbank subsidiaries.
over the future ownership of the acquired BHC 8. Determine the degree of influence by the
and many of the most important managemengarent company over:
decisions. Refer to 1992 FRB 159 and the a. Appointment of officers;
F.R.R.S. at 4-271.3. b. Salary administration;

c. Budget and tax planning;
d. Capital expenditures;

2010.0.3 INSPECTION OBJECTIVES e. Dividend policy;
f. Investment portfolio management;

1. To determine whether the board of direc- g. Loan portfolio management;
tors of the parent company is cognizant of and  h. Asset/liability and interest rate/risk
performing its duties and responsibilities. management.

2. To determine the adequacy of written poli- 9. Determine the degree to which man-
cies and compliance with such policies by theagement of the subsidiary companies interface
parent and its subsidiaries. with management of the parent company t

3. To determine whether the board is propdiscuss policies.
erly informed as to the financial conditions,
trends and policies of its subsidiaries.

4. To determine the level of supervision over
subsidiaries and whether the supervision as
structured has a beneficial or detrimental effect
upon the subsidiaries.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries
(Funding Policies) Section 2010.:

The responsibility for the performance of thecalculate dividends based strictly on the parent’
organization rests with the board of directorsash needs and thus keep any excess capital
of the parent company. Parent company marthe bank level.

agement should have policies in place to pre- 2 Asset/Liability ManagementThe holding
vent funding practices that put at risk the We"company’s policies in the area abset/liability
fare of the subsidiary banks or the consolidatefhanagement should include interest rate sens
organization. . tivity matching, maturity matching, and the use
The parent's supervision and control of subys interest rate futures and forwardsthese

sidiary funding activities and the funding be'topics should be addressed for each entity
tween itself and its subsidiaries should be thu&e” as the organization as a whole. It is the

evaluated. The parent should be expected {0, renv's responsibility to see that each entity i

maintain policies for itself and its subsidiaries : : ;
. . .~>operating consistently with the corporate goals.
that provide guidance and controls for funding P g y . p . g
Theinterest rate sensitivity policieshould

practices. The presence and wording of fundin . AN
policies and the degree to which the policied® designed to reduce the organization’s vulnel

are followed by the subsidiaries, and the effec2Pility to interest rate movements. Policies con
tiveness of the policies in reducing risk to the®€rning the asset/liability rate sensitivity match
entire organization should also be assessed. Should not be limited to the subsidiary lead
The importance of the parent's involvement®@nk. The rate charged on parent company de
in funding decisions and the need for monitor&nd the rate received by the parent on its ac
ing and control at the parent level needs to b¥ances to subsidiaries should also be address
emphasized. As a minimum, the parent’s fundto monitor the parent’s ability to service its debt
ing policies should address the following areasin the face of changing interest rates. The polic)
1. Capitalization—The holding company’s should specify what degree of mismatching i
policy on capital levels should address capitatonsidered acceptable. The interest rate sensiti
for the bank subsidiaries, the nonbank subsidity matching of the organization should be mon-
aries, and the consolidated organization. Thi¢ored on a frequent basis through the timely
policy for bank and consolidated capital shouldreparation of a matching schedule.
be consistent with the Board’'s Capital Ade- Maturity matching policiesshould be de-
quacy Guidelines and should address the assgijned to provide adequate liquidity to the orga:
quality of the entity in question. The policy for njzation. These policies should not be limited tc
nonbank capital should include maintaining thehe subsidiary lead bank, since a parent com
capital level at industry standards and shouldany serving as a funding vehicle for nonbant
also address the asset quality of the subsidiarypsidiaries can have substantial exposut
the holding company’s capital for each entityihrough its advances to these subsidiaries. Tt
should address what measures would be takgjp|ding company’s policies should include some
in the event capital falls below a targeted level. measure of the liquidity of the assets in the
Capital should also be addressed at thgonpank subsidiary (determined partially by the
parent company level by specifying the degreg ity of these assets), for comparison again:
of double leveragethat the parent is willing %he parent's source of funding. The policies

to accept. The parent's capital policy shouldiy, g gquantify the maximum degree of expo
p_rowde som_e_me:slsure .Of assessing eqch NAyre in the organization that is considered ac
vidual subsidiary’s capital adequacy in the

A ceptable to management. The reporting in thi
context of the double leverage within the, on gnoyig clearly indicate the current exposur
organization.

The capital policies should include theand thus the potential for liquidity problems.

method for calculating dividends from each en-  1h€ holding company’spolicies ad-

tity. The amount of dividends from subsidiariesdressing interest rate futures and forwards
to the parent is affected by the parent’s philosoShould be consistent with the Board's policy in
phy on the distribution of capital throughout thethis area. Involvement in this activity should be
organization. Some companies tend to keefeared towards hedging against interest rat
minimum capital levels in their subsidiary banksmovements rather than speculating that intere
by transferring the excess capital to the parent iftes will either increase or decrease. The polic
the form of dividends. The parent then invests
these funds for its own benefit, and down-BHC Supervision Manual December 1992
streams the funds as needed. Other companies Page 1
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should specify what use of futures and forwardgent with the company’s asset/liability manage-

is considered appropriate. ment policies. The policy should include contin-
3. Funding of Nonbank SubsidiariesThe gency measures to be used in the event of liquid-

parent company should have policies addressirity problems.

how nonbank subsidiaries fund their activities.

If the subsidiaries obtain their own funding,

market discipline may be a factor in controlling2010.1.1 INSPECTION OBJECTIVES

the activities of the subsidiaries. However, the

parent cannot rely solely on market discipline 1. To determine if the parent’s funding poli-

due to the risks from interdependence. The pacies adequately address funding risks to the

ent company is still responsible under the cenerganization.

tralized accountability approach to approve and 2. To determine if the implementation of the

supervise the subsidiaries’ funding policies.  parent’s policies is effective in controlling fund-

If the subsidiaries obtain funds from theing risks to the organization.

parent, the risk from interdependence is in- 3. To determine if the parent is adequately

creased. The subsidiary is less able to staridformed of actual funding practices and

alone since it is reliant on the parent for fund-decisions.

ing. If the parent capitalizes the nonbank subsid-

iary through borrowed funds, bank capital is put

at risk due to the increased exposure of th£010.1.2 INSPECTION PROCEDURES

organization. If the borrowing results @ouble-

leverage the risk is increased since less “hard” 1. Review the funding policies at the parent

capital is available for support. The parent'sand the subsidiary levels.

policy on advances to nonbank subsidiaries 2. Determine how effectively the policies are

should address this additional risk by specifyingmplemented throughout the organization.

the level of borrowings that is considered ac- 3. Discuss with management the funding

ceptable relative to nonbank capital and consolipractices of each subsidiary and any interorgani-

dated capital. The terms of the borrowingsational funding.

should also be specified, and should be consis-

BHC Supervision Manual December 1992
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Supervision of Subsidiaries

(Loan Administration and Lending Standards)

Section 201!

The examiner should make a qualitative assess-
ment of the parent’s supervision and control of
subsidiary lending activities. The System'’s abil-
ity to evaluate the effectiveness of a company’s
supervision and control of subsidiary lending
activities can be strengthened not only by evalu-
ating the parent’s role in light of efficiency and
operating performance, but also by evaluating
the quality of control and supervision.

In order to assess quality, there must be a
standard measure against which a company’s
policies can be evaluated. Establishing the mini-
mum areas that a company’s loan-administration
policies should address will create a standard
that will aid in evaluating the quality of the
company’s control and its supervision of that
activity.

Current inspection procedures include the
testing of subsidiaries’ compliance with a parent
company's policies. This section summarizes 3
the parent’s responsibilities with regard to
supervising subsidiary lending. It defines the
internal and external factors that should be con-
sidered in the formulation of loan policies and a
strategic plan. It also outlines the minimum
elements that the lending policies should
include.

Internal and external factors that a banking
organization should consider when formulating
its loan policies and strategic plan are—

1. the size and financial condition of the credit-
extending subsidiaries;

2. the expertise and size of the lending staff;

3. the need to avoid undue concentrations of
risk;

4. compliance with all respective laws and
regulations; and

5. market conditions.

4.

Following are the components that generally
form the basis for a sound loan policy:

1. Geographic limitsThe trade area should be
clearly defined and loan officers should be
fully aware of specific geographic limita-
tions for lending purposes. Such a policy
avoids approval of loans to customers out-
side the trade area in opposition to primary
objectives. The primary trade area should
be distinguished from any secondary trade
area so that emphasis may be properly

tions based on aggregate percentages
total loans in commercial, real estate, con
sumer, and other categories are commor
Such policies are beneficial; however, they
should contain provisions for deviations
that are approved by the directorate or ¢
committee. This allows credit to be distrib-
uted in relation to the market conditions of
the trade area. During times of heavy loar
demand in one category, an inflexible loan-
distribution policy would cause that cate-
gory to be slighted in favor of another.
Deviations from loan distributions by cate-
gory may be beneficial but are appropriate
only until the risk of further increasing the
loan concentration outweighs the benefits t
be derived from expanding the portfolio to
satisfy credit demand. See component 11
“Concentrations of credit,” below.

Types of loansThe lending policy should
state the types of loans that will be made
and the maximum amount for each type of
loan. The policy should also set forth guide-
lines to follow in making specific loans.
Decisions about the types of loans to be
granted should be based on the expertise ¢
the lending officers, the deposit structure
and anticipated creditworthy demands of
the trade area. Sophisticated credits or loar
secured by collateral that require more that
normal supervision should be avoided
unless or until there are the necessary pe
sonnel to properly administer them. Infor-
mation systems and internal controls shoulc
be in place to identify, monitor, and control
the types of credit that have resulted in
abnormal loss. The amount of real estatt
and other types of term loans should be
considered in relation to the amount of
stable funds.

Maximum maturities. The loan policy
should call for underwriting standards that
ensure realistic repayment plans. Loar
maturities should be set by taking into con-
sideration the anticipated source of repay
ment, the purpose of the loan, the type o
property, and the useful life of the collat-
eral. For term loans, the lending policy
should state the maximum time within
which loans may be amortized. Specific
procedures should be developed for situa
tions requiring balloon payments and/or
modification of the original terms of the

placed.
2. Distribution of loans by categonLimita-

BHC Supervision Manual
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loan. If a clean-up periddis required, that
period should be explicitly stated.

. Loan pricing. Rates on various loan types
must be sufficient to cover the cost of funds
loaned and the servicing of the loan,
including overhead and possible losses,
while providing an acceptable margin of
profit over the long run. These costs must
be known and taken into consideration
before rates are established. Periodic
reviews should be conducted to determine
whether adjustments are necessary to reflect
changes in costs or competitive factors.
Specific guidelines for other factors, such as
compensating balances and commitment
fees, are also germane to loan pricing.

. Loan amount to appraised valu&he pol-

icy should outline where the responsibility
for appraisals rests and should define for-
mal, standard appraisal procedures, includ-
ing procedures for possible reappraisals in
case of renewal or extension. Acceptable9.
types of appraisals and limits on the dollar
amount and the type of property that per-
sonnel are authorized to appraise should be
outlined. Circumstances requiring apprais-
als by qualified independent appraisers
should be described. The maximum ratio of
the loan amount to appraised vaki¢ghe
method of valuation, and differences for
various types of property should be
detailed. The policy should contain a sched-
ule listing the downpayment requirements
for financing consumer goods and business
equipment.

. Loan amount to market value of pledged
securities.In addition to the legal restric-
tions imposed by Federal Reserve RegulatO.
tion U, the lending policy should set forth
margin requirements for all types of securi-
ties acceptable as collateral. Margin require-

the borrower’s credit standing. One pos-
sible exception is when the loan is predi-
cated on readily marketable collateral, the
disposition of which was originally desig-
nated as the source of repayment for the
advance. Current and complete financial
information is necessary, including second-
ary sources of repayment, not only at the
inception of the loan, but also throughout
the term of the advance. The lending policy
should define the financial-statement
requirements for businesses and individuals
at various borrowing levels and should
include requirements for audited, nonau-
dited, fiscal, interim, operating, cash-flow,
and other statementslt should include
external credit checks required at various
intervals. The requirements for financial
information should be defined in such a
way that any credit-data exception would
be a clear violation of the lending policy.
Limits and guidelines for loan partici-
pations.Section 2020.2 provides significant
information regarding intercompany loan
participations between holding company
affiliates. The lending policy should place
limits on the amount of loans purchased
from any one source and also place an
aggregate limit on such loans. The policy
should set forth credit standards for any
loan purchased as well as require that com-
plete documentation be maintained by the
purchasing entities. The policy should
define the extent of contingent liability,
holdback and reserve requirements, and the
manner in which the loan will be handled
and serviced.

Loans to insidersLending policies should
address loans to insiders. Such policies
should incorporate applicable regulatory

ments should be related to the marketability —

of the security (for example, closely held,

3.

On March 30, 1993, federal bank regulators set forth an

over-the-counter actively traded) The p0|_expanded interagency policy to encourage small-business

icy should assign responsibility and set g,

lending. Under the policy, banks and thrifts that are well or
dequately capitalized and that are rated CAMELS 1 or 2 may

frequency for the periodic pricing of the make small-business and agricultural loans, the aggregate
collateral. value of which cannot exceed 20 percent of their total capital.

Financial information.Extension of credit To qualify for the exemption, each loan may not exceed the

f d d basis d d lesser of $900,000 or 3 percent of the institution’s total
on a sare and sound basis depends on Corz:"afpital. Further, the loans selected for this exemption by the

plete and accurate information regardingnstitution may not be delinquent as of the selection date and
may not be made to an insider. The loans must be separately
listed or have an accounting segregation from other loans in

1. A “clean-up period” is when a borrower is asked to the portfolio. They “_vviII be evaluated solely on the_k_)a_sis of
repay the entire balance of a credit line and to refrain frongerforrnmi?ctg ir,],d.r\ﬁ'” br? ftxirglgt frrom e&(ammlne[ (':I:ItIICICSim OI:
further borrowing for a specified period of time. e\cl)glL:Jat?onaOI?it.s abiI‘iet ItS : u”| tsth e;:or s duf inciu eﬂ?

2. This is often referred to as the loan-to-value ratio. . Y to coflect the oan In determining the
adequacy of its allowance for loan and lease losses. If a loan
becomes more than 60 days past due, it may be reviewed and
classified by an examiner based on its credit quality, not the
level of loan documentation.

BHC Supervision Manual December 1999
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11.

limitations (for example, Federal Reserve
Regulation O) and should also address situ-
ations in which it would be prudent to exer-
cise certain restrictions even though not
explicitly required to do so by regulation
(for example, loans by nonbank subsidiaries
to insiders).

Concentrations of creditCredit concentra-
tions may be defined as loans collateralized
by a common security; loans to one bor-
rower or related group of borrowers; loans
dependent upon a particular agricultural
commodity; aggregate loans to major
employers, their employees, and their major
suppliers; loans within industry groups; out-
of-territory loans; aggregate amount of
paper purchased from any one source; or
those loans that often have been included
in other homogeneous risk groupings.
Credit concentrations, by their nature, are
dependent on common key factors, and
when weaknesses develop, they have an
adverse impact on each individual loan
making up the concentration.

In identifying asset concentrations, com-
mercial real estate loans and residential real
estate loans can be viewed separately when
their performance is not subject to similar
economic or financial risks. In the same
vein, commercial real estate development
loans need not necessarily be grouped with
residential real estate development loans,
especially when the residential developer
has firm, reliable purchase contracts for the
sale of the homes upon completion. Even
within the commercial development and
construction sector, distinctions for concen-
tration purposes may be made, when appro-
priate, between those loans that have firm
take-out commitments and those that do
not. Groups or classes of real estate loans
should, of course, be combined and viewed
as concentrations when they do share sig-

nificant common characteristics and arel2.

similarly affected by adverse economic,
financial, or business developments.
Banking organizations should establish
and adhere to policies that control “concen-
tration risk.” The lending policy should
address the risk involved in various concen-

trations and indicate those that should béfs'

avoided or limited. However, before con-
centrations can be limited or reviewed,
accounting systems must be in place to
allow for the retrieval of information neces-

frequent monitoring and reporting of all
concentrations.

Banking organizations with asset concen
trations are expected to put in place effec
tive internal policies, systems, and controls
to monitor and manage this risk. Concentra
tions that involve excessive or undue risks
require close scrutiny and should be
reduced over a reasonable period of time
When there is a need to reduce asset cor
centrations, banking organizations are nor
mally expected to develop a plan that is
realistic, prudent, and achievable in view of
the particular circumstances and marke
conditions. In situations where concentra-
tion levels have built up over an extended
period, it may take time—in some cases
several years—to achieve a more balance
and diversified portfolio. What is critical is
that adequate systems and controls are i
place for reducing undue or excessive con
centrations in accordance with a pruden
plan, along with strong credit policies and
loan-administration standards to control the
risks associated with new loans, anc
adequate capital to protect the institution
while its portfolio is being restructured.

Institutions that have in place effective
internal controls to manage and reduce cor
centrations over a reasonable period of tim
need notautomatically refuse credit to
sound borrowers simply because of the bor
rower’s industry or geographic location.
This principle applies to prudent loan
renewals and rollovers, as well as to new
extensions of credit that are underwritten in
a sound manner.

The purpose of a lending organization’s
policies should be to improve the overall
quality of its portfolio. The replacement of
unsound loans with sound loans car
enhance the quality of a portfolio, even
when concentration levels are not reduced.
Refinancing or renewal of loanRefinanc-
ings or renewals should be structured in «
manner that is consistent with sound bank
ing, supervisory, and accounting practices
and in a manner that protects the banking
organization and improves its prospects fol
collecting or recovering on the asset.

Loan origination and loan approvalsThe

policy should establish loan-origination and
loan-approval procedures, both generall
and by size and type of loan. The loan
limitations for all lending officers should be

sary to determine and monitor concentra-
tions. The lending policy should provide for

BHC Supervision Manual
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14.

15.

set accordingly. Lending limits should also
be set for group authority, allowing a com-
bination of officers or a committee to
approve larger loans. Reporting procedures
and the frequency of committee meetings
should also be defined. The loan policy
should further establish identification,
review, and approval procedures for excep-
tion loans, including real estate and other
loans with loan-to-value percentages in
excess of supervisory limits.
Loan-administration procedures for loans
secured by real estateThe loan policy
should establish loan-administration proce-
dures covering documentation, disbursel6.
ment, collateral administration and inspec-
tion, escrow administration, collection, loan
payoffs, and loan review. Documentation
procedures would specify, among other
things, the types and frequency of financial
statements and the requirements for verify-
ing information provided by the borrower.
They would also cover the type and fre-
quency of collateral evaluations (appraisals
and other estimates of value). In addition,
loan-administration policies should address
procedures for servicing and participation
agreements and other loan-administration
procedures such as those for claims process-
ing (for example, seeking recovery on
defaulted loans that are partially or fully
guaranteed by a government entity or insur-
ance program).

Collection and foreclosure and the
reporting and disclosure of delinquent obli-
gations and charge-off§he lending policy
should define delinquent obligations, pro-
vide guidelines on when loans are to be
placed on nonaccrual or to be restructured,
dictate appropriate procedures for reporting
to senior management and to the directorate
past-due credits, and provide appropriate
guidance on the extent of disclosure of suci7.
credits. The policy should establish and
require a follow-up collection procedure
that is systematic and progressively stronger
and should set forth guidelines (where
applicable) for close surveillance by a loan
work-out division. It should also address
extensions and other forms of forbearance,

4. For subsidiaries that are insured depository institutions,

real estate loans that are in excess of supervisory loan-to-

value limits are to be identified in the subsidiaries’ records 010.2.1 UNIFORM REAL ESTATE

The aggregate amount of these loans is to be reported qudr-
terly to the depository institution’s board of directors.

BHC Supervision Manual
Page 4

December 1999 On

the acceptance of deeds in lieu of foreclo-
sure, and the timing of foreclosure. The
policy must be consistent with supervisory
instructions in the financial statements of
condition and income for financial institu-
tions and BHCs (bank call report and the
FR Y-9C and the other FR Y-series
reports). Guidelines should be established
to ensure that all accounts are presented to
and reviewed by management for charge-
off after a stated period of delinquency. See
section 2065.1 for disclosure, accounting,
and reporting issues related to nonaccrual
loans and restructured debt.

Reserve for loan losses and provisions for
loan lossesThe policy should set forth the
parameters that management considers in
determining an appropriate level of loan-
loss reserves as well as provisions neces-
sary to attain this level.

Because an analysis of the allowance for
loan and lease losses (ALLL) requires an
assessment of the relative credit risks in the
portfolio, many banking organizations, for
analytical purposes, attribute portions of the
ALLL to loans and other assets classified
“substandard” by management or a super-
visory agency. Management may do this
because it believes, based on past history or
other factors, that there may be unidentified
losses associated with loans classified sub-
standard in the aggregate.

Furthermore, management may use this
as an analytical approach in estimating the
total amount necessary for the ALLL and in
comparing the ALLL to various categories
of loans over time. As a general rule, an
individual loan classified substandard may
remain in an accrual status as long as the
regulatory reporting requirements for
accrual treatment are met, even when an
attribution of the ALLL has been made.
Other. The policy should address the han-
dling of exceptions to the policy as well as
provide for adherence to the policy via
internal audits, centralized loan review,
and/or “director’'s examinations.” The pol-
icy should be reviewed annually to deter-
mine if it continues to be compatible with
the BHC’s objectives as well as market
conditions.

ENDING STANDARDS

December 23, 1992, the Board announced

adoption of a uniform rule and guidelines on
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real estate lending, along with the FDIC, OCC, Sound lending practices address formal cred
and OTS, as mandated by section 304 of thpolicies, formal credit-staff approval of transac-
Federal Deposit Insurance Corporatiortions, loan-approval documentation, the use o
Improvement Act of 1991 (FDICIA). The forward-looking tools in the approval process,
Board’s Regulation H (12 C.F.R. 208, Member-and management and lender information sys
ship of State Banking Institutions in the Federatems. In addition to evaluating adherence tc
Reserve System) was amended to implement thieese sound practices during inspections, supe
uniform real estate lending standards for stateisory personnel and examiners may wish ftc
member banks. Although the Board did notiscuss these standards with loan portfolio mar
directly apply the regulation to bank holdingagers at institutions where a full credit review is
companies and their nonbank subsidiaries, thogeing performed. Senior management should b
entities are expected to conduct and to superviseade aware of the potential for deterioration ir
real estate lending activities prudently, consisthe loan portfolio if lending discipline is not
tent with safe and sound lending standards.  maintained, whether from inadequate asses
The agencies’ regulations require that eaclment or communication of lending risks, incom-
insured depository institution adopt and mainplete adherence to prudent lending standarc
tain comprehensive written real estate lendinghat reflect the risk appetite of the board of
policies appropriate to the institution and thedirectors, or both.
nature and scope of its lending activities. Lend- Examiners should evaluate whether adequat
ing policies must be reviewed and approved bynternal oversight exists and whether institutior
the institution’s board of directors at least annumanagement has timely and accurate informe
ally. The policies are to include standards fotion. As always, examiners should also discus
loan diversification and prudent underwriting asnatters of concern with the institution and
well as loan-administration procedures andnclude them in their reports of inspection, ever
documentation, approval, and reporting requirei cited practices and problem loans have not ye
ments. Depository institutions’ policies are toreached harmful or criticized levels. Such cau
reflect consideration of the appendix to thdionary remarks help to alert institution manage:
banking agencies’ regulations, “Interagencyment to potential or emerging sources of con
Guidelines for Real Estate Lending Policies."cern and may help to deter future problems
The guidelines are designed to help an instituAny practices that extend beyond pruden
tion formulate and maintain real estate lendindgoounds should be promptly corrected. See SF
policy that is appropriate to its size and the98-18.
nature and scope of its operations, as required
by the regulations. These guidelines are gener-

ally comparable to the inspection guidance pro010.2.2.1 Sound Practices in Loan
vided in this section. Standards and Approval

Certain sound practices in lending can help t
2010.2.2 LENDING STANDARDS FOR Maintain strong credit discipline and ensure tha
COM'M.ERCIAL LOANS an institution’s decision to take risk in lending is
well informed, balanced, and prudent. Severe
The lending decision is properly that of theOf these sound practices are listed and describe

senior management and boards of directors Gelow.
banking institutions, and not of their supervi-

sory agencies. However, in fulfilling their roles,2510.2.2.1.1 Formal Credit Policies
directors and senior managers have the obliga-

tion to monitor lending practices and to ensurerhe Federal Reserve and other supervisor
that their policies are enforced and that lendingythorities have long stressed the importance «
practices generally remain within the overalkormal written credit policies in a sound credit-
ability of the institution to manage. The follow- risk-management process. Such policies ca
ing subsections describe certain sound practic@sovide crucial discipline to an institution’s
regarding lending standards and credit-approvgdnding process, especially when the institu
processes for commercial loahs. tion’s standards are under assault due to inten:
competition for loans. They can serve to com:

5. This guidance is derived, in part, from the June 199§nun|cate formally an institution’s appetite for

Federal Reserve supervisory staff report, “The Significance of T
Recent Changes in Bank Lending Standards: Evidence froBHC Supervision Manual December 1999
the Loan Quality Assessment Project.” Page 5
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credit risk in a manner that will support soundpolicies is necessary if such covenant require-
lending decisions, while focusing appropriatements are to be waived.
attention on loans being considered that diverge Internal processes and requirements for
from approved standards. underwriting decisions should be consistent with

In developing and refining loan policies, somethe nature, size, and complexity of the banking
institutions specify “guidance minimums” for organization’s (BO) activities. Departures from
financial performance ratios that apply to certaiminderwriting policies and standards, however,
types of loans or borrowers (for example, comcan have serious consequences for BOs of all
mercial real estate). Such guidance makesizes. Internal controls and credit reviews should
explicit that loans not meeting certain financiabe established and maintained to ensure compli-
tests (based on current performance, projecteahce with those policies and procedures. When
future performance, or both) should in generalhere are continued favorable economic and
not be made, or alternatively should only befinancial conditions, compliance monitoring of
made under clearly specified situations. Instituthe BO’s lending policies and procedures needs
tions using this approach most effectively tendo be diligent to make certain that there is no
to avoid specifying standards for broad rangesndue reliance on optimistic outlooks for bor-
of lending situations and instead focus on thoseowers. Undue reliance on continued favorable
areas of lending most vulnerable to excessiveconomic conditions can be demonstrated by
optimism, or where the institution expects loarthe following characteristics:
volume to grow most significantly.

Formal policies can also provide lending dis-1. dependence on very rapid growth in a bor-
cipline by clearly stating the type of covenants rower’s revenue as the “most likely” case
to be imposed for specific loan types. Wher2. heavy reliance on favorable collateral
designed and enforced properly, financial cov- appraisals and valuations that may not be
enants can help significantly to reduce credit sustainable over the longer term
losses by communicating clear thresholds foB. greater willingness to make loans without
financial performance and potentially triggering scheduled amortization prior to the loan’s
corrective or protective action at an early stage. final maturity
Often, however, loan-approval documents da. willingness to readily waive violations of
not describe the key financial covenants even key covenants, to release collateral or guar-
when discussions with institutional staff dis- antee requirements, or even to restructure
close that such covenants are present. The staff joan agreements, without corresponding con-
and/or management of many institutions cessions on the part of the borrower, on the
acknowledge that they have a “common prac- assumption that a favorable environment will
tice” of imposing certain types of covenants on allow the borrower to recover quickly
various types of loans. They indicate that such a
practice is well known to lenders and others at Among the adverse effects of undue reliance
the institution (bUt not articulated in their writ- on a continued favorable economy is the possi_
ten loan policies), so that describing the actuajlity that problem loans will not be identified
covenants in the loan-approval document woul@roperly or in a timely manner. Timely identifi-
be redundant. However, management and othggtion of problem loans is critical for providing
approving authorities within an institution theng full awareness of the BO'’s risk position,
receive no formal positive indication that “com- informing management and directors of that
mon practice” controls have been imposed an@osition, taking steps to mitigate risk, and pro-
no indication of the level of financial perfor- viding a proper assessment of the adequacy of
mance that the covenants require of the bokhe allowance for credit losses and capftal.
rower. As such, management and other approimilarly, an overreliance on continued ready
ing authorities may be inadequately informed agccess to financial markets on favorable terms
to the risks and controls associated with the loagan originate from the following situations:
under consideration. In contrast, loan policies
can create a clear expectation that (1) all key
covenants should be described in loan-approvalg, see section 2122.0 and SR-98-25, “Sound Credit-Risk
documents, (2) certain covenant types should b@anagement and the Use of Internal Credit-Risk-Rating Sys-
applied to all loans meeting certain criteria, andems at Large BankinglOrgani;ations,” and section 4060.7
and SR-99-18, “Assessing Capital Adequacy in Relation to

(3) explicit approval of any exception to theseFZisk at Large Banking Organizations and Others with Com-

. plex Risk Profiles.” Federal Reserve guidance on credit-risk
BHC Supervision Manual December 1999 management and mitigation covers both loans and other forms
Page 6 of on- and off-balance-sheet credit exposure.
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1. explicit reliance on future public market debtinforming management and directors of the
or equity offerings, or on other sources ofnumber and nature of material deviations fror
refinancing, as the ultimate source of princithe policies that they have designed anc
pal repayment, which presumes that markedpproved.
liquidity and the market's appetite for such
instruments will be favorable at the time that
the facility is to be repaid 2010.2.2.1.2 Formal Credit-Staff

2. ambiguous or poorly supported analysis oApproval of Transactions
the sources of repayment of the loan’s princi-
pal, together with implicit reliance for repay- Credit discipline is also enhanced when experi
ment on some realization of the implied mar-enced credit professionals are involved in the
ket valuation of the borrower (for example,approval process and are independent of the lir
through refinancing, asset sales, or somkending functions. Such staff can play a vital
form of equity infusion), which also assumesrole in ensuring adherence to formal policies
that markets will be receptive to such transand in ensuring that individual loan approvals
actions at the time that the facility is to beare consistent with the overall risk appetite of
repaid the institution. These independent credit profes

3. measuring a borrower’s leverage (for examsionals can be most valuable if they have th
ple, debt-to-equity) based solely on the marauthority to reject a loan that does not meet th
ket capitalization of the firm without regard institution’s credit standards or, alternatively, if
to “book” equity, thereby implicitly assum- they must concur with a loan before it can be
ing that currently unrealized appreciation inapproved.
the value of the firm can be readily realized if Providing credit staff with independent
needed approval authority over lending decisions, rathe

4. more generally, extending loans with a riskhan with a more traditional requirement for
profile that more closely resembles the pro“consultation” between the lending function
file of an equity investment, under circum-and credit staff, allows credit staff to influence
stances that leave additional credit or defaulbutcomes on a broad and ongoing basis. Thi
as the borrower’s only resort if favorableinfluence and indeed the ability of credit staff to
expectations are not met reinforce lending discipline is clearly enhancec

by their early involvement in negotiations with

Banking organizations that become lax in adhemorrowers; a more traditional approach might be

ing to established loan-underwriting policies ando only involve credit staff once the loan pro-

procedures, as a result of overreliance on favoposal is well developed, allowing credit staff the
able economic and financial market conditionsppportunity to have only minor influence on the
may have significant credit concentrations thabutcome of negotiations except in extreme
are at great risk to possible economic and finarzases. Maintaining a proper balance of lendin
cial market downturns. See SR-99-23. and control functions calls for a degree of part:

Some institutions have introduced credit scornership between line lenders and credit staff, bt
ing techniques into their small-business lendinglso requires that the independence of cred
in an effort to improve credit discipline while staff not be compromised by conflicting com-
allowing heavier reliance on statistical analysipensation policies or reporting structures.
rather than detailed and costly analysis of indi- Independent credit staff can also suppor
vidual loans. Institutions should take care tcsound lending practice by maintaining complete
make balanced and careful use of credit scoringnd centralized credit files that contain all key
technology for small-business lending and, irdocuments relevant to each loan, including com
particular, avoid using this technology for loansplete loan-approval packages. Such files ensu
or credit relationships that are large or complexhat decisions are well documented and avoil
enough to warrant a formal and individualized————

credit analysis. 7. For example, loan officers might be compensated fo

P : . bringing loan business into the institution. Independent credi
In formahzmg their lendmg standards andprofessionals, however, would be another person who woul

prac_tices, institutions are not preclqded fronhot be compensated for bringing any loan business into th
making loans that do not meet all written staninstitution. That person would, however, serve as a quality
dards. Exceptions to policies, though, should peontrol monitor that would have the independent authority tc
approved and monitored by management. FOFg]ectaloan(s) and to ensure that the institution’s risk appetit

. . . and credit standards are not exceeded.
mal reporting that describes exceptions to loan

policies, by type of exception and organizaBHC Supervision Manual December 1999
tional unit, can be extremely valuable for Page 7
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undue reliance on the files maintained by indifolio, institutions should give sufficient consid-
vidual loan officers. eration to the potential for negative events or
developments that might limit the ability of
borrowers to fulfill their loan obligations.
2010.2.2.1.3 Loan-Approval Documents Unforeseen changes in interest rates, sales rev-
enue, and operating expenses can have material
Institutions can help ensure a careful loanand adverse effects on the ability of many bor-
approval decision by requiring thorough andowers to meet their obligations. In prior
standardized loan-approval documents. Tholdecades, inadequate attention to these possibili-
oughness can be enhanced by requiring form&es during the underwriting process contributed
analysis of the borrower’s financial condition,significantly to asset-quality problems in the
key characteristics and trends in the borrower’system. Also, sudden turmoil within various
industry, information on collateral and its valua-countries can result in quick changes in cur-
tion, as well as financial analysis of the entitiegency valuations and economic conditions.
providing support or guarantees and formal Examiners should evaluate the frequency and
forward-looking analyses appropriate to the siza@dequacy with which institutions conduct
and type of loan being considered. Incorporatforward-looking analysis of borrower financial
ing such elements into standardized formats arfeerformance when considering an institution’s
requiring that analysis and supporting commeneredit-risk-management process. Formal use of
tary be complete and in adequate depth allowrward-looking financial analysis in the loan-
approving authorities access to all relevanapproval process, and financial projections in
information on the risk profile of the borrower. particular, can be important in guarding against
Loan-approval documents should also includéuch complacency, especially when financial
all material details on the proposed loan agrednstitutions are competing intensely to attract
ment itself, including key financial covenants.borrowers. Such projections, if they include less
Standardization of formats, and to some exterfavorable scenarios for the key determinants of
content, can be useful in ensuring that all relthe borrower’s financial performance, can help
evant information is provided to managemento contain undue optimism and ensure that man-
and other approving authorities in a manner thaagement and other approving authorities within
is understandable. Standard formats also drathe organization are formally presented with a
attention to cases in which certain key informa¥obust analysis of the risks associated with each
tion is not presented. credit. They also provide credit staff and other
One area of particular interest in this regard isisk-management personnel with information
analysis and commentary on participations ithat is important for ensuring adherence to the
syndicated loans. While it may be tempting tanstitution’s lending standards and overall appe-
rely on the analysis and documentation providetite for loan risk.
by the agent institution to the transaction, it has The formal presentation of financial projec-
been long-standing Federal Reserve policy thdions and/or other forms of forward-looking
participating institutions should conduct theiranalyses of the borrower is important in making
own analysis of the borrower and the transacexplicit the conditions required for a loan to
tions, particularly if the risk appetite or portfolio perform and in communicating the vulnerabili-
characteristics of the agent differs from that oties of the transaction to those responsible for
the participating institution. approving loans. Analyses also provide a useful
benchmark against which institutions can assess
the borrower’s future performance. Although it

2010.2.2.1.4 Use of Forward-Looking may be tempting to avoid analyzing detailed
Tools in the Approval Process projections for smaller borrowers, such as

middle-market firms, these customers may col-
During continued periods of favorable economidectively represent a significant portion of the
conditions, institutions should guard againstnstitution’s loan portfolio. As such, applying
complacency and, in particular, the temptatioiormal forward-looking analysis even on a basic
to base expectations of a borrower's futurdevel assists the institution in identifying and
financial performance almost exclusively on thaffanaging the overall risk of its lending
borrower’s recent performance. In making lendactivities.

ing decisions, and in evaluating their loan port- Detailed analysis of industry performance and
trends can be a useful supplement to such analy-

BHC Supervision Manual December 1999 Ses. Such projections have the most value in
Page 8 maintaining credit discipline when, rather than




Loan Administration and Lending Standards 2010..

only describing the single “most likely” sce- 5. adverse developments in key product or inpu
nario for future events, they characterize the markets

kind of negative events that might impair the6. reversals in, or the borrower’s reduced acces
performance of the loan in the future. to, public debt and equity markets

Proper stress testing typically incorporates al
2010.2.2.1.5 Stress Testing of the evaluation of the borrower’'s alternatives for
Borrower’s Financial Capacity meeting its financial obligations under each sce

nario, including asset sales, access to alternati
The analysis of alternative scenarios, or “stresfunding or refinancing, or ability to raise new
testing,” should generally focus on the keyequity. In particular, the evaluation should focus
determinants of performance for the borrowenot only on the borrower’s ability to meet near-
and the loan, such as the level of interest rateterm interest obligations, but also on its ability
the rate of sales or revenue growth, or the rate & repay the principal of the obligation. See
which expense reductions can be realizedSR-99-23.

Meaningful stress testing of the prospective bor-
rower’s ability to meet its obligations is a vital
part of a sound credit decision. Failure to recog2010.2.2.1.6 Management and Lender
nize the potential for adverse events—whetheinformation
specific to the borrower or its industry (for
example, a change in the regulatory climate oManagement information systems that suppol
the emergence of new competitors) or, alternahe loan-approval process should clearly indi
tively, to the economy as a whole (for examplegate the composition of the institution’s current
a recession)—can prove costly to a bankingportfolio or exposure to allow for consideration
organization. of whether a proposed new loan—regardless c
Mechanical reliance on threshold financialts own merits—might affect this composition
ratios (and the “cushion” they imply) alone is sufficiently to be inconsistent with the institu-
generally not sufficient, particularly for complextion’s risk appetite. In particular, institutions
loans and loans to leveraged borrowers or otheestive in commercial real estate lending shoul
that must perform exceptionally well to meetknow the nature and magnitude of aggregat
their financial obligations successfully. Scenari@xposure within relevant subclasses, such as |
analysis specific to the borrower, its industrythe type of property being financed (that is,
and its business plan is critical to identify theoffice, residential, or retail).
key risks of a loan. Such an analysis should In addition to portfolio information, institu-
have a significant influence on the decision téions should be encouraged to acquire o
extend credit and, if credit is extended, on thelevelop information systems that provide read
decisions as to the appropriate loan size, repagccess for lenders and credit analysts to infor
ment terms, collateral or guarantee requiremation sources that can support and enhance t
ments, financial covenants, and other elemenfgancial analysis of proposed loans. Depenc
of the loan’s structure. ing on the nature of an institution’s borrowers,
When properly conducted, meaningful stresgppropriate information sources may include
testing can include assessing the effect the folndustry financial data, economic data and fore
lowing situations or events will have on thecasts, and other analytical tools such as banl
borrower: ruptcy scoring and default-probability models.

1. unexpected reductions in revenue growth or

reversals, including shocks to revenue of th®010.2.3 LEVERAGED FINANCING

type and magnitude that would normally be

experienced during a recession ) Leveraged financing is an important financing
2. unfavorable movements in market interesfehicle for mergers and acquisitions, busines

rates, especially for firms with high debtrecapitalizations, and business expansion:

burdens , . . These transactions are characterized by a degr
3. unplanned increases in capital expenditurest financial leverage that significantly exceeds

due to technological obsolescence or comindustry norms, as measured by various deb

petitiye fa_ctor_s cash-flow, or other ratios. Consequently, lever
4. deterioration in the value of collateral, guar-
antees, or other potential sources of principadHC Supervision Manual December 2001

repayment Page 9
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aged borrowers generaly have a diminished
ability to respond to changing economic condi-
tions or unexpected events, creating significant
implications for an institution’s overall credit-
risk exposure and challenges for bank risk-
management systems.

Leveraged-finance activities can be con-
ducted in a safe and sound manner if a risk-
management structure provides appropriate
underwriting, pricing, monitoring, and controls.
To better understand and manage the inherent
risk in leveraged-finance portfolios, the board of
directors and senior management must ensure
that credit-analysis processes are comprehen-
sive, monitoring is frequent, and portfolio
reports are detailed.

Many leveraged transactions are underwritten
with reliance on the imputed value of a business
(enterprise value), which is often highly vola-
tile. Sound valuation methodologies and ongo-
ing stress testing and monitoring of enterprise
values for these types of transactions must be
emphasized. The following interagency state-
ment provides supervisory guidance on lever-
aged financing, including guidance about risk
rating leveraged-finance loans and how enter-
prise value should be evaluated in the risk-
rating process. The statement is directly applica-
ble to federally insured depository institutions.
The boards of directors and senior management
of financia holding companies and bank hold-
ing companies should consider the guidance as
they supervise nonbanking subsidiaries engaged
in leveraged-financing activities. The Federal
Reserve, along with the Office of the Comptrol-
ler of the Currency, the Federal Deposit Insur-
ance Corporation, and the Office of Thrift
Supervision, issued the guidance on April 9,
2001.8 (See SR-01-9.)

2010.2.3.1 Interagency Statement on
Leveraged Financing

(The introductory paragraphs have been omit-
ted here, as indicated by a line of asterisks.
Some other wording has been dlightly altered,
asindicated by asterisks and brackets .)

* * * * *

8. This guidance augments previously issued supervisory
statements on sound credit-risk management. See SR-99-23,
“ Recent Trends in Bank Lending Standards for Commercial
Loans,” and SR-98-18, “ Lending Standards for Commercial
Loans.” See also sections 2010.2.2, 2010.10, and 4060.7.
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Institutions participate in leveraged financing on
a number of levels. In addition to providing
senior secured financing, they extend credit on a
subordinated basis (mezzanine financing). Insti-
tutions and their affiliates also may take equity
positions in leveraged companies with direct
investments through affiliated securities firms,
small business investment companies (SBICs),
and venture capital companies or take equity
interests via warrants and other equity “ kick-
ers’ received as part of a financing package.
Ingtitutions also may invest in leveraged loan
funds managed by investment banking compa-
nies or other third parties. Although leveraged
financing is far more prevaent in large institu-
tions, this type of lending can be found in insti-
tutions of all sizes* * * The extent to which
institutions should apply these sound practices
will depend on the size and risk profile of their
leveraged exposures relative to assets, earnings,
and capital and the nature of their leveraged-
financing activities (i.e., origination and distri-
bution, participant, equity investor, etc.)* * *

2010.2.3.1.1 Risk-Management Guidelines

Institutions substantively engaged in leveraged
financing are expected to adequately risk-rate,
track, and monitor these transactions and to
maintain policies specifying conditions that
would require a change in risk rating, accrual
status, loss recognition, or reserves. In general,
the risk-management framework for leveraged
financeis no different from that which should be
applied to al lending activities. However,
because of the potential higher level of risk, the
degree of oversight should be more intensive.

2010.2.3.1.1.1 Loan Policy

The loan policy should specifically address the
ingtitutions'  leveraged-lending activities by
including—

* adefinition of leveraged lending;

» an approva policy that requires sufficient
senior-level oversight;

* pricing policies that ensure a prudent tradeoff
between risk and return; and

« arequirement for action plans whenever cash
flow, asset-sale proceeds, or collateral values
decline significantly from projections. Action
plans should include remedial initiatives and
triggers for rating downgrades, changes to
accrual status, and 10ss recognition.
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2010.2.3.1.1.2 Underwriting Standards

Either the loan policy or separate underwriting
guidelines should prescribe specific underwrit-
ing criteria for leveraged financing. The stan-
dards should avoid compromising sound bank-
ing practices in an effort to broaden market
share or reaize substantial fees. The policy
should—

describe appropriate leveraged |oan structures;

require reasonable amortization of term loans

(i.e., dlow a moderate time period to realize

the benefit of synergies or augment revenues

and institute meaningful repayment);

specify collateral policies including accept-

able types of collateral, loan-to-value limits,

collateral margins, and proper valuation meth-
odologies;

« establish covenant requirements, particularly
minimum interest and fixed-charge coverage
and maximum leverage ratios;

* describe how enterprise values and other
intangible business values may be used; and

* establish minimum documentation require-

ments for appraisals and valuations, including

enterprise values and other intangibles.

2010.2.3.1.1.3 Limits

Leveraged-finance and other loan portfolios
with above-average default probabilities tend to
behave similarly during an economic or sectoral
downturn. Consequently, institutions should
take steps to avoid undue concentrations by
setting limits consistent with their appetite for
risk and their financial capacity. Institutions
should ensure that they monitor and control as
separate risk concentrations those loan segments
most vulnerable to default. Institutions may
wish to identify such concentrations by the
leveraged characteristics of the borrower, by the
ingtitution’s internal-risk grade, by particular
industry or other factors that the institution
determines are correlated with an above-average
default probability. In addition, sublimits may
be appropriate by collateral type, loan purpose,
industry, secondary sources of repayment, and
sponsor relationships. Institutions should also
establish limits for the aggregate number of
policy exceptions.

2010.2.3.1.1.4 Credit Analysis

Effective management of leveraged-financing
risk is highly dependent on the quality of analy-

sis during the approval process and after the
loan is advanced. At a minimum, analysis of
leveraged-financing transactions should ensure
that—

« cash-flow analyses do not rely on overly opti-
mistic or unsubstantiated projections of sales,
margins, and merger and acquisition
synergies;

projections provide an adequate margin for

unanticipated merger-rel ated integration costs;

* projections are stress-tested for one or two
downside scenarios,

« transactions are reviewed quarterly to deter-
mine variance from financial plans, the risk
implications thereof, and the accuracy of risk
ratings and accrual status;

« collateral valuations are derived with a proper
degree of independence and consider poten-
tial value erosion;
collateral-liquidation and asset-sale estimates
are conservétive;
potential collateral shortfallsareidentified and
factored into risk-rating and accrual decisions;
contingency plans anticipate changing condi-
tions in debt or equity markets when expo-
sures rely on refinancing or recapitalization;
and

« the borrower is adequately protected from
interest-rate and foreign-exchange risk.

2010.2.3.1.1.5 Enterprise Value

Enterprise value is often relied upon in the
underwriting of leveraged loans to evaluate the
feasibility of aloan request, determine the debt-
reduction potential of planned asset sales, assess
a borrower’s ability to access the capital mar-
kets, and to provide a secondary source of
repayment. Consideration of enterprise value is
appropriate in the credit-underwriting process.
However, enterprise value and other intangible
values can be difficult to determine, are fre-
quently based on projections, and may be sub-
ject to considerable change. Consequently, reli-
ance upon them as a secondary source of
repayment can be problematic.

Because enterprise value is commonly
derived from the cash flows of a business, it is
closely correlated with the primary source of
repayment. This interdependent relationship
between primary and secondary repayment
sources increases the risk in leveraged financ-
ing, especially when credit weaknesses develop.

December 2001
Page 11
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Events or changes in business conditions that
negatively affect a company’s cash flow will
also negatively affect the value of the business,
simultaneously eroding both the lender's pri-
mary and secondary source of repayment. Con-
sequently, lenders that place undue reliance
upon enterprise value as a secondary source of
repayment or that utilize unrealistic assumptions
to determine enterprise value are likely to
approve unsound loans at origination or experi-
ence outsize losses upon defaullt.

It is essential that institutions establish sound
valuation methodologies for enterprise value,
apply appropriate margins to protect against
potential changesin value, and conduct ongoing
stress testing and monitoring.

2010.2.3.1.1.6 Rating Leveraged-Finance
Loans

Ingtitutions need thoroughly articulated policies
that specify requirements and criteria for risk-
rating transactions, identifying loan impairment,
and recognizing losses. Such specificity is criti-
cal for maintaining the integrity of an ingtitu-
tion's risk-management system. Institutions
internal rating systems should incorporate both
the probability of default and loss given default
in their ratings to ensure that the risk of the
borrower and the risk of the transaction struc-
ture itself are clearly evaluated. This is particu-
larly germane to leverage-finance-transactions
structures, which in many recent cases have
resulted in large losses upon defaullt.

In cases where a borrower’s condition or
future prospects have significantly weakened,
leveraged-finance loans will likely merit a sub-
standard classification based on the existence of
well-defined weaknesses. If such wesknesses
appear to be of alasting nature and it is probable
that alender will be unable to collect al princi-
pal and interest owed, the loan should be placed
on nonaccrual and will likely have a doubtful
component. Such loans should be reviewed for
impairment in accordance with FAS 114,
“Accounting by Creditors for Impairment of a
Loan.”

If the primary source of repayment is inad-
equate and a loan is considered collateral-
dependent, it is generally inappropriate to con-
sider enterprise value unless the value is well
supported. Well-supported enterprise values
may be evidenced by a binding purchase and
sale agreement with a qualified third party or

BHC Supervision Manual December 2001
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through valuations that fully consider the effect
of the borrower’s distressed circumstances and
potential changes in business and market condi-
tions. For such borrowers, where a portion of
the loan is not protected by pledged assets or a
well-supported enterprise value, examiners will
generaly classify the unprotected portion of the
loan doubtful or loss.

In addition, institutions need to ensure that
therisksin leveraged-lending activities are fully
incorporated in the allowance-for-loan-and-
lease-loss and capital-adequacy analysis. For
allowance purposes, leverage exposures should
be taken into account either through analysis of
the expected losses from the discrete portfolio
or as part of an overall analysis of the portfolio
utilizing the ingtitution’s internal risk grades or
other factors. At the transaction level, exposures
heavily reliant on enterprise value as a second-
ary source of repayment should be scrutinized
to determine the need for and adequacy of spe-
cific alocations.

2010.2.3.1.1.7 Problem-Loan Management

For adversely rated borrowers and other high-
risk borrowers who significantly depart from
planned cash flows, asset sales, collateral val-
ues, or other important targets, institutions
should formulate individua action plans with
critical objectives and time frames. Actions may
include working with the borrower for an
orderly resolution while preserving the institu-
tion’ sinterests sale in the secondary market, and
liquidation. Regardless of the action, examiners
and bankers need to ensure such credits are
reviewed regularly for risk-rating accuracy,
accrual status, recognition of impairment
through specific alocations, and charge-offs.

2010.2.3.1.1.8 Portfolio Analysis

Higher-risk credits, including leveraged-finance
transactions, require frequent monitoring by
banking organizations. At least quarterly, man-
agement and the board of directors should
receive comprehensive reports about the charac-
teristics and trends in such exposures. These
reports at a minimum should include—

« total exposure and segment exposures, includ-
ing subordinated debt and equity holdings,
compared to established limits;

* risk-rating distribution and migration data;

« portfolio performance—noncompliance with
covenants, restructured loans, delinquencies,
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nonperforming assets, and impaired loans; and

» compliance with internal procedures and the
aggregate level of exceptions to policy and
underwriting standards.

Institutions with significant exposure levels to
higher-risk credits should consider additional
reports covering—

« collateral composition of the portfolio, e.g.
percentages supported by working assets,
fixed assets, intangibles, blanket liens, and
stock of borrower’s operating subsidiaries;

» unsecured or partially secured exposures,
including potential collateral shortfalls caused
by defaults that trigger pari passu [equable]
collateral treatment for al lender classes;

« absolute amount and percentage of the port-
folio dependent on refinancing, recapitaliza-
tion, asset sales, and enterprise value;

« absolute amounts and percentages of sched-
uled and actual annual portfolio amortiza-
tions; and

 secondary-market pricing data and trading
volume for loans in the portfolio.

2010.2.3.1.1.9 Internal Controls

Ingtitutions engaged in leveraged finance need
to ensure their internal-review function is appro-
priately staffed to provide timely, independent
assessments of leveraged credits. Reviews
should evaluate risk-rating integrity, valuation
methodologies, and the quality of risk manage-
ment. Because of the volatile nature of these
credits, portfolio reviews should be conducted
on at least an annual basis. For many institu-
tions, the risk characteristics of the leveraged
portfolio, such as high reliance on enterprise
value, concentrations, adverse risk-rating trends
or portfolio performance, will dictate more fre-
quent reviews.

2010.2.3.1.2 Distributions

Asset sales, participations, syndication, and
other means of distribution are critical elements
in the rapid growth of leveraged financing.
[Lead and purchasing institutions are expected]
to adopt formal policies and procedures address-
ing the distribution and acquisition of leveraged-
financing transactions. The policies should
include—

e procedures for defining, managing, and
accounting for distribution fails;

identification of any sales made with recourse

and procedures for fully reflecting the risk of

any such sales;

 a process to ensure that purchasers are pro-
vided with timely, current financia
information;

 aprocess to determine the portion of a trans-

action to be held in the portfolio and the

portion to be held for sale;

limits on the length of time transactions can

be held in the held-for-sale account and poli-

cies for handling items that exceed those

limits;

prompt recognition of losses in market value

for loans classified as held-for-sale; and

procedural safeguards to prevent conflicts of

interest for both bank and affiliated securities

firms.

2010.2.3.1.3 Participations Purchased

Institutions purchasing participations and
assignments in leveraged finance must make
athorough, independent evaluation of the trans-
action and the risks involved before committing
any funds. They should apply the same stan-
dards of prudence, credit assessment and
approval criteria, and “in-house” limits that
would be employed if the purchasing organiza-
tion were originating the loan. At a minimum,
policies should include requirements for—

« obtaining and independently analyzing full

credit information both before the participa

tion is purchased and on a timely basis

thereafter;

obtaining from the lead lender copies of al

executed and proposed |oan documents, legal

opinions, title insurance policies, UCC

searches, and other relevant documents;

« carefully monitoring the borrower’'s perfor-
mance throughout the life of the loan; and

« establishing appropriate risk-management
guidelines as described in this [statement].

2010.2.3.1.4 Process to Identify Potential
Conflicts

Examiners should determine whether an institu-
tion's board of directors and management have
established policies for leveraged finance that
minimize the risks posed by potential legal
issues and conflicts of interest.

December 2001
Page 13
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2010.2.3.1.4.1 Conflicts of Interest

When a banking company plays multiple roles
in leveraged finance, the interests of different
customers or the divisions of the institution may
conflict. For example, alender may be reluctant
to employ an aggressive collection strategy with
a problem borrower because of the potential
impact on the value of the organization’s equity
interest. A lender may also be pressured to
providefinancial or other privileged client infor-
mation that could benefit an affiliated equity
investor. Institutions should devel op appropriate
policies to address potential conflicts of interest.
Ingtitutions should also track aggregate totals
for borrowers and sponsors to which it has both
a lending and equity relationship. Appropriate
limits should be established for such
relationships.

2010.2.3.1.4.2 Securities Laws

Equity interests and certain debt instruments
used in leveraged lending may constitute “ secu-
rities” for the purposes of federal securities
laws. When securities are involved, institutions
should ensure compliance with applicable secu-
rities law requirements, including disclosure and
regulatory requirements.® Institutions should
also establish procedures to restrict the internal
dissemination of material nonpublic information
about leveraged-finance transactions.

2010.2.3.1.4.3 Compliance Function

The legal and regulatory issues raised by lever-
aged transactions are numerous and complex.
To ensure that potential conflicts are avoided
and laws and regulations are adhered to, an
independent compliance function should review
all leveraged-financing activity.

* * * * *

9. Institutions also should ensure that any acquired equity
positions are consistent with any applicable equity ownership
restrictions imposed by federal and state laws, such asthosein
the Bank Holding Company Act or Federal Reserve Act.
Institutions need to take special care to aggregate al the
equity positions held throughout the entire organization,
including those held in all banking and nonbanking subsidi-
aries. [footnote added)]
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2010.2.3.1.5 Examination Risk-Rating
Guidance for Leveraged Financing

When evaluating individual borrowers, examin-
ers should pay particular attention to—

« the overall performance and profitability of a
borrower and its industry over time, including
periods of economic or financial adversity;

« the history and stability of a borrower’s mar-

ket share, earnings, and cash flow, particu-

larly over the most recent business cycle and
last economic downturn; and

the relationship between a borrowing compa-

ny’s projected cash flow and debt-service

requirements and the resulting margin of debt-

Service coverage.

2010.2.3.1.5.1 Cash Flow/Debt-Service
Coverage

Particular attention should be paid to the
adequacy of the borrower’s cash flow and the
reasonableness of projections. Before entering
into a leveraged-financing transaction, bankers
should conduct an independent, realistic assess-
ment of the borrower’s ability to achieve the
projected cash flow under varying economic and
interest-rate scenarios. This assessment should
take into account the potential effects of an
economic downturn or other adverse business
conditions on the borrower’s cash flow and col-
lateral values. Normally bankers and examiners
should adversely rate a credit if material ques-
tions exist asto the borrower’ s ahility to achieve
the projected necessary cash flows, or if orderly
repayment of the debt is in doubt. Credits with
only minimal cash flow for debt service are
usually subject to an adverse rating.

2010.2.3.1.5.2 Enterprise Vaue

Many leveraged-financing transactions rely on
“enterprise value” as a secondary source of
repayment. Most commonly, enterprise value is
based on a “going concern” assumption and
derived from some multiple of the expected
income or cash flow of the firm. The methodol-
ogy and assumptions underlying the vauation
should be clearly disclosed, well supported, and
understood by appropriate decision makers and
risk-oversight units. Examiners should ensure
that the valuation approach is appropriate for
the company’ s industry and condition.
Enterprise value is often viewed as a second-
ary source of repayment and as such would be
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relied upon under stressful conditions. In such
cases the assumptions used for key variables
such as cash flow, earnings, and sale multiples
should reflect those adverse conditions. These
variables can have a high degree of
uncertainty—sales and cash-flow projections
may not be achieved; comparable sales may not
be available; changes can occur in a firm's
competitive position, industry outlook, or the
economic environment. Because of these uncer-
tainties, changes in the value of a firm's assets
need to be tested under a range of stress sce-
narios, including business conditions more
adverse than the base-case scenario. Stress test-
ing of enterprise values and their underlying
assumptions should be conducted upon origina
tion of the loan and periodically thereafter incor-
porating the actual performance of the borrower
and any adjustments to projections. The bank
should in al cases perform its own discounted-
cash-flow analysis to validate “enterprise
value” implied by proxy measures such as mul-
tiples of cash flow, earnings or sales.

Finally, it must be recognized that valuations
derived with even the most rigorous valuation
procedures are imprecise and may not be real-
ized when needed by an institution. Therefore,
institutions relying on enterprise value or illig-
uid and hard-to-value collateral must have lend-
ing policies that provide for appropriate |oan-to-
value ratios, discount rates and collateral
margins.

2010.2.3.1.5.3 Dea Sponsors

Deal sponsors can be an important source of
financial support for a borrower that fails to
achieve cash-flow projections. However, sup-
port from this source should only be considered
positively in a risk-rating decision when the
sponsor has a history of demonstrated support
as well as the economic incentive, capacity, and
stated intent to continue to support the transac-
tion. Even with capacity and a history of sup-
port, a sponsor’s potentia contributions should
not mitigate criticism unless there is clear rea
son to believe it is in the best interests of the
sponsor to continue that support or unless there
isaformal guarantee.

2010.2.4 INSPECTION OBJECTIVES
Loan Administration

1. To determineif the parent’s loan policies are
adequate in relation to the responsibilities it

has for the supervision of its credit-extending
subsidiaries and whether those policies are
consistent with safe and sound lending
practices.

2. To determine if internal and external factors
(for example, the size and financial condition
of the credit-extending subsidiary, the size
and expertise of its staff, avoidance of or
control over credit concentrations, market
conditions, and statutory and regulatory com-
pliance) are considered in formulating and
monitoring the organization’s loan policies
and strategic plan.

3. To determine if the loan policy is being
monitored and complied with.

4. To establish whether the loan policy ensures
sound assessments of the value of real estate
and other collateral.

Lending Standards for Commercial Loans

1. To focus on and evaluate the strength of the
credit-risk-management process.

2. To determine whether the bank holding
company hasformal credit policiesthat pro-
vide clear guidance on its appetite for credit
risk and that will support sound lending
decisions.

3. To determine whether experienced credit
professionals who are independent of line
lending functions provide adequate internal
control in the loan-approval process.

4. To evaluate whether loan-approval docu-
ments provide internal approving authori-
ties and management with sufficient infor-
mation on the risks of loans being
considered, and that the information isin a
clear and understandable format.

5. To evaluate whether forward-looking analy-
sis tools are being adequately and appropri-
ately used as part of the loan-approval
process.

6. To determine whether credit-risk manage-
ment information systems provide adequate
information to management and lenders.

7. Toincorporate the examiner’s evaluation of
the bank holding company’s adherence to
these sound practices into the overal
assessment of credit-risk management.

8. To be alert to indications of insufficiently
rigorous risk assessment at BOs, in particu-
lar, inadequate stress testing and excessive
reliance on strong economic conditions and

December 2001
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10.

11.

robust financial markets to support a bor-
rower’s capacity to service its debts.

To be attentive in reviewing a BO's assess-
ment and monitoring of credit risk to ensure
that undue reliance on favorable conditions
does not lead to delayed recognition of
emerging weaknesses in some loans.

To ascertain whether there has been signifi-
cant and undue reliance on favorable
assumptions by the banking organization
about borrowers or the economy and finan-
ciad markets. If so, to carefully consider
downgrading, under the applicable supervi-
sory rating framework, a BO's risk-
management, management, and/or asset-
quality ratings and, if deemed sufficiently
significant to the BO, its capital adequacy
rating.

To determine if the BO's loan-review
activities or other internal-control and risk-
management processes have been weak-
ened by staff turnover, failure to commit
sufficient resources, inadequate training,
and reduced scope or by less thorough inter-
nal loan reviews. To incorporate such find-
ings into the determination of supervisory
ratings.

2010.2.5 INSPECTION PROCEDURES

Loan Administration

1

Obtain an organizational chart and deter-
mine the various levels of responsibility
and job functions of individuas involved
with the lending function.

Obtain and review BHC loan policy; deter-
mine if it contains the appropriate compo-
nents, as summarized in this section.
Determine how the policy is communicated
to subsidiaries. Also determine whether the
loan policy reflects the December 1992 uni-
form interagency real estate lending stan-
dards and guidelines as they apply to sub-
sidiary depository institutions.

Obtain a copy of the most recent manage-
ment reports concerning the quality of loans
and other aspects of the loan portfolio
(delinquency list, concentrations, yield
analysis, loan-distribution lists, watch loan
reports, charge-off reports, participation
listings, internal and external audit reports,
etc.). Determine the scope and sufficiency
of the work performed by any committees

BHC Supervision Manual
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related to the lending function. Determine if
the information provided to the directorate
and senior management is sufficient for
them to make judgments about the quality
of the portfolio and to determine appropri-
ate corrective action.

. Determine further if an internal process has

been established for the review and
approval of loans that do not conform to
internal lending policy. Establish whether
such loans are supported by written docu-
mentation that clearly states all the relevant
credit factors that culminated in the under-
writing decision. Determine if exception
loans of asignificant size are reported to the
board of directors of the subsidiary or to the
holding company.

. Review internal and external audit reports

and bank examination reports for critical
comments concerning loan-policy excep-
tions and administration. Determine
whether action was taken in response to any
identified exceptions. Determine who is
responsible for follow-up, and the time-
frames involved; seek rationale if no action
was taken or if the action taken was half-
hearted.

. Review the organization’s financia state-

ments, the bank call reports, and the BHC
FR Y-series reports submitted to the Fed-
eral Reserve and determine whether report-
ing is accurate and disclosure is sufficient to
indicate the organization’s financial posi-
tion and the nature of its loan portfolios,
including nonaccrual loans.

. When reviewing lending policies, ascertain

whether—

a. the loan policies facilitate extensions of
credit to sound borrowers and the work-
out of problem loans, and

b. the loan policies control and reduce con-
centration risk by placing emphasis on
effective internal policies, systems, and
controls to monitor the risk.

. Through interviews with, or review of

reports submitted by, the internal auditor,
lending officers, loan-review personnel, and
senior management (1) evaluate the effec-
tiveness of the BHC's self-monitoring of
adherence to loan policy, (2) determine how
changes to the loan policy occur, (3) deter-
mine how loans made in contradiction to
the loan policy are explained, and (4) deter-
mine the various circumstances involving
levels of approval and what specific consid-
eration occurs at these levels.

. Presuming the inspection is concurrent with

a bank’s primary regulator, on a random
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basis coordinate the selection of loans sub-
ject to classification, and determine whether
they conform to loan policy.

10. Review management’s policies and proce-
dures for their determination of an appropri-
ate level of loan-loss reserves.

11. On the “Policies and Supervision” or
equivalent page of the inspection report,
evaluate the BHC's oversight regarding
effective lending policy and procedures.

Lending Standards for Commercial Loans

1. Review forma credit policies for clear
articulation of current lending standards,
including—

a. a description of the characteristics of
acceptable loans and (if applicable)
“ guidance” minimum financial ratios,

b. standards for the types of covenants to be
imposed for specific loan types, and

c. the treatment and reporting of policy
exceptions, both for individual loans and
for the entire portfolio.

2. Evaluate the role played by independent
credit staff in loan approvals and, in particu-
lar, whether these credit professionas are
adequately experienced, are independent of
line lending functions, and have authority to
reject loans either because of specific excep-
tions to policy or because the loan does not
meet the ingtitution’s credit-risk appetite.

3. Review written policies and determine oper-
ating practice in preparing loan-approval
documents to evaluate whether sufficient
information is provided on the characteristics
and risks of loans being considered, and
whether such information is provided clearly
and understandably.

4. Based on written policies and review of oper-
ating practice, evaluate whether loans being
considered are evaluated not only on the
basis of the borrower’'s current performance
but on the basis of forward-looking analysis
of the borrower.

a. Determine whether financial projections
or other forward-looking tools are an inte-
gral part of the preapproval anaysis and
loan-approval documents.

b. Determine the extent to which alternative
or “downside” scenarios are identified,
considered, and analyzed in the loan-
approval process.

5. Review credit-risk management information
systems and reports to determine whether
they provide adequate information to man-
agement and lenders about—

a. the composition of the ingtitution’'s cur-
rent portfolio or exposure, to alow for
consideration of whether proposed |oans
might affect this composition sufficiently
to be inconsistent with the ingtitution's
risk appetite, and

b. data sources, analytica tools, and other
information to support credit analysis.

. When appropriate, coordinate or conduct suf-

ficient loan reviews and transaction testing in
the lending function to determine accurately
the quality of loan portfolios and other credit
exposures. If deficiencies in lending prac-
tices or credit discipline are indicated as a
result of the preexamination risk assessment,
the inspection, or bank or other examina-
tions, arrange for the commitment of suffi-
cient supervisory resources to conduct
in-depth reviews, including transaction test-
ing, that are adequate to ensure that the Fed-
eral Reserve achieves afull understanding of
the nature, scope, and implications of the
deficiencies.

. When reviewing loans, lending policies, and

lending practices—

a. observe and analyze loan-pricing policies
and practices to determine whether the
institution may be unduly weighting the
short-term benefit of retaining or attract-
ing new customers through price conces-
sions, while not giving sufficient consi-
deration to potential  longer-term
consequences;

b. be aert for indications of insufficiently
rigorous risk assessment, in particular for
excessive reliance on strong economic
conditions and robust financial markets to
support the capacity of borrowers to ser-
vice their debts, as well as inadequate
stress testing;

c. be attentive in reviewing an institution’s
assessment and monitoring of credit risk
to ensure that undue reliance on favorable
conditions does not lead that institution to
delay recognition of emerging weaknesses
in some loans or to lessen staff resources
assigned to internal loan review;1° and

10. Examiners should recognize that an increase in classi-
fied or special-mention loansis not per se an indication of lax
lending standards. Examiners should review and consider the
nature of these increases and the surrounding circumstancesin
reaching their conclusions about the asset quality and risk
management of an institution.

BHC Supervision Manual December 2001
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d. give careful consideration to downgrad- markets, or when that reliance has slowed
ing, under the applicable supervisory rat- the recognition of loan problems.
ing framework, a banking organization’s 8. Discuss matters of concern with the senior
risk-management, management, and/or management and the board of directors of the
asset-quality ratings and its capital bank holding company and report those areas
adequacy rating (if sufficiently signifi- of concern on core page 1, “Examiner's
cant) when there is significant and undue Comments and Matters Requiring Special
reliance on favorable assumptions about Board Attention.”

borrowers or the economy and financia

BHC Supervision Manual December 2001
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Supervision of Subsidiaries
(Investments) Section 2010.:

The System’s ability to evaluate the effectiveimethods and/or process through which prio

ness of a company’s supervision and control ofipproval of new activities and investments in

subsidiary investment activities can be strengthrew instruments is granted.

ened not only by evaluating the parent’s role in 3. Determine whether the boards of director:

light of efficiency and operating performance,and the management of subsidiaries appear |

but also by evaluating the quality of control andbe sufficiently involved in their respective roles

supervision. In order to assess quality there musbd assure that the performance of fiduciary re

be a standard or measuring block against whickponsibilities of each appears adequate.

a company’s policies can be evaluated. By es- 4. Assess the adequacy of the level of man

tablishing the minimum areas that a company’agement expertise in relation to its involvemen

policies should address with respect to subsidin various investment activities.

ary investments, a standard is created which can 5. Evaluate the reasonableness of investme|

evaluate the quality of company’s control andactivity initiated to achieve corporate objectives

supervision of that activity. The examiner needn light of its potential impact on the risk expo-

to make a qualitative assessment of the parent&ire of subsidiaries.

supervision and control of subsidiary invest- 6. Assess the adequacy of investment polic:

ment activities. directives in regard to the required mainte-
nance of adequate recordkeeping systems
subsidiaries.

2010.3.1 INSPECTION OBJECTIVES 7. Evaluate policy directives regarding the
appropriateness of accounting practices in re

1. Determine if the parent’s investment pol-gard to transactions involving investment partic:

icy is adequate for the organization. ipations, swaps, other transfers of investment
2. Determine if the investment policy is be-as well as specialized investment activities.
ing complied with. 8. Evaluate whether investment policies ade

quately provide for the maintenance of a stabls
income stream at bank subsidiaries as well a
2010.3.2 INSPECTION PROCEDURES the parent company level.
9. Determine whether investment policy di-
1. Determine whether the management hawctives adequately address statutory limitation:
developed a flow chart on investment authorizaparticularly those involving intercompany trans-
tion procedures sufficiently detailed to assuractions.
that the execution of transactions precludes the 10. Evaluate the effectiveness of the banl
ability to circumvent policy directives. holding company’s audit function in assuring
2. Determine whether all investment policieghat investment policies and directives are ad
appear to be adequately tailored to fit the bushered to at each corporate level.
ness needs of each subsidiary. Review the

BHC Supervision Manual December 1992
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Supervision of Subsidiaries
(Consolidated Planning Process) Section 201(

This section emphasizes the importance of inteonmental changeFor these areas, flexibility
grating subsidiaries into a consolidated plan, thehould exist for contingency plans.
essential elements of the planning process, and7. Methods should be determined, in the
the ultimate accountability of the board of direc-plan, to monitor and evaluate compliance with
tors of the holding company. As a minimum, thethe plan.
parent’s consolidated plan should include the 8. The consolidated plan should have a mea
following ten elements: surable aspect to determine whether budget:
1. All plans should address a long-rangeobjectives, and goals are being m#tthey are
goal or focus, intermediate term objectives, anahot met, determination as to the controllability
short-term budgetsA long-range focus is par- of variances should be ascertained.
ticularly important during a changing environ- 9. Plans and goals must continually be eval-
ment and during expansions of the organizatioruated to determine whether accomplishing the
Long-range plans generally are broad with @oal results in the desired and expected out
service or customer orientation and marketome.For example, the desired outcome may b
share emphasis. These plans provide the entite increase net income by granting loans witt
organization with a consistent direction anchigher interest rates and above normal risk. Th
facilitate changes in the organization arisinggranting of such loans may result in a need t
from environmental changes. Intermediate goalscrease the provision for loan losses, thus cau:
generally are narrower in scope. Short-terning a decrease in earnings.
budgets are generally developed at the subsidi- 10. Plans should be flexible enough to re-
ary level; however, they are subject to reviewmain effective in a volatile environmeifitplans
and revision by the parent in an effortare too rigid, they may become disfunctional if
to maintain consistency throughout thethe environment changes and actually constral
organization. an organization’s ability to react. On the other
2. The planning process should be formal-hand, flexible goals and plans should enhanc
ized.A long-range focus, intermediate term ob-an organization’s ability to compete by provid-
jectives, and budgets should be written anéhg the entire organization with a fluid consis-
adopted by the parent’s board of directors taent direction.
insure centralized accountability.
3. Plans should be consistent and interre-
lated over the differing time periodsor exam- 2010.4.1 INSPECTION OBJECTIVES
ple, budgets should be consistent with long-
range goals—the implementation of a short- 1. To determine if the board of directors at
term, high return orientation may be inconsistenthe parent company is cognizant of and perform
with a long-term goal of increasing marketing its duties and responsibilities.
share, or short-term compensation plans may be 2. To determine if the level of supervision
disfunctional in the long run. over subsidiaries is both adequate an
4. A consolidated plan should increase thebeneficial.
consistency of goals among differing subsidi- 3. To evaluate the consolidated plan for con
aries and the parentThe long-range goals, in- sistency, controls, and effectiveness.
termediate term objectives, and short term goals 4. To ascertain if the board of directors of the
and objectives should be periodically reviewedparent company is making judgments and deci
preferably, annually, by the BHC’s board ofsions based on adequate information flowing
directors. A consolidated plan should reducédrom the management and financial reporting
unnecessary internal competition. systems of the organization.
5. A consolidated plan should facilitate the
allocation of resources throughout the organiza-
tion. This is particularly important when the 2010.4.2 INSPECTION PROCEDURES
parent is providing most, or all, of the short-
term funds and long-term capital. As the parent 1. Evaluate the participation by the board of
has an awareness of all subsidiaries, it can bettdirectors of the parent company in giving over-
allocate funds and personnel to areas where theyl direction to the organization.

will be utilized most effectively. 2. Obtain and evaluate descriptions of all im-
6. Plans should be formulated with an
awareness to possible weaknesses and recogrC Supervision Manual December 1992

nition to areas likely to be influenced by envi- Page 1
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portant management and financial policies, pro- 5. Spell out the lines of authority associated
cedures, and practices. with the planning process.

3. Determine if contradictions or “conflicts” 6. Determine the degree of control exercised
between expressed and unexpressed strategisthe parent company over the entire organiza-
and between long-term and short-term goalton.
exist. Also determine that goals are consistent 7. Test compliance with policies at all levels.
with concern over safety and soundness.

4. Determine whether the planning process is
sufficiently flexible and if contingency plans
exist.

BHC Supervision Manual December 1992
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Supervision of Subsidiaries

(Environmental Liability) Section 2010.5
2010.5.1 BACKGROUND The liability imposed by the superfund statute
INFORMATION ON is strict liability which means the government
ENVIRONMENTAL LIABILITY does not have to prove that the owners or oper:

tors had knowledge of or caused the hazardot

Banking organizations are increasingly becomsubstance contamination. Moreover, liability is
ing exposed to liability associated with thejoint and several, which allows the governmen
clean-up of hazardous substance contaminatiago seek recovery of the entire cost of the
pursuant to, the Comprehensive Environmentallean-up from any individual party that is liable
Response, Compensation and Liability Acfor those clean-up costs under CERCLA. In this
(“CERCLA"), the federal superfund statute. It connection, CERCLA does not limit the bring-
was enacted in response to the growing probleing of such actions to the EPA, but permits sucl
of improper handling and disposal of hazardouactions to be brought by third parties.
substances. CERCLA authorizes the Environ- CERCLA provides a secured creditor exemp:
mental Protection Agency (“EPA") to clean-up tion in the definition of “owner and operator”
hazardous waste sites and to recover costs as$xy-stating that these terms do not include * a
ciated with the clean-up from entities specifiecberson, who, without participating in the man-
in the statute. The superfund statute is thagement of a vessel or facility, holds indicia of
primary federal law dealing with hazardousownership primarily to protect his security inter-
substance contamination. However, there arest in the vessel or facility? However, this
numerous other federal statutes, as well as stag&ception has not provided banking organiza
statutes, that establish environmental liabilittions with an effective “safe harbor” because
that could place banking organizations at riskrecent court decisions have worked to limit the
For example, underground storage tanks are alsgplication of this exemption. Specifically,
covered by separate federal legislation. courts have held that actions by lenders to pro

While the superfund statute was enacted tect their security interests may result in the
decade ago, it has been only since the midanking organization “participating in the man-
1980s that court actions have resulted in somagement” of a vessel or facility, thereby voiding
banking organizations being held liable for thethe exemption. Additionally, once the title to a
clean-up of hazardous substance contaminatioforeclosed property passes to the banking org:
In this connection, recent court decisions havaization, courts have held that the exemption n
had a wide array of interpretations as to whethdonger applies and that the banking organizatiol
banking organizations are owners or operatoris liable under the superfund statute as al
of contaminated facilities, and thereby liable"owner” of the property. Under some circum-
under the superfund statute for clean-up coststances, CERCLA may exempt landowners wh
This has led to uncertainty on the part of bankacquire property without the knowledge of pre-
ing organizations as to how to best protect themexisting conditions (the so-called “innocent
selves from environmental liability. landowner defense”). However, the courts have

The relevant provisions of CERCLA, the so-applied a stringent standard to qualify for this
called “superfund” statute, as it pertains todefense. Because little guidance is provided b
banking organizations, indicate which personghe statute as to what constitutes the appropria
or entities are subject to liability for clean-uptiming and degree of “due diligence” to suc-
costs of hazardous substance contaminationessfully employ this defense, banking organi
These include . . the owner and operator of azations should exercise caution before relyine
vessel or a facility, (or) any person who at theon it.
time of disposal of any hazardous substance
owned or operated any facility at which such
hazardous substances were disposed.af2A  2010.5.2 OVERVIEW OF
person or entity that transports or arranges tENVIRONMENTAL HAZARDS
transport hazardous substances can also be held
liable for cleaning-up contamination under theEnvironmental risk can be characterized as ac
superfund statute. verse consequences resulting from having gel

3. CERCLA, Section 101(20)(A)..

1. Resource Conservation and Recovery Act of 1986 .
(RCRA). BHC Supervision Manual December 1992

2. CERCLA, Section 107(a). Page 1
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erated or handled hazardous substances, or oth2610.5.3 IMPACT ON BANKING
wise having been associated with the aftermat®@RGANIZATIONS
of subsequent contamination. The following dis-

cussion highlights some common environmentgsanking organizations may encounter losses
hazards, but by no means covers all environyising from environmental liability in several

mental hazards. ays. The greatest risk to banking organiza-

L . W
Hazardous substance contamination is Mogns, resulting from the superfund statute and
often associated with industrial or manufacturyiher environmental liability statutes, is the pos-

!ng processes tha@ involve chemicals or solvent§bi|ity of being held solely liable for costly
in the manufacturing process or as waste proGs,yironmental clean-ups such as hazardous sub-
ucts. For years, these types of hazardous suBrance contamination. If a banking organization
stances were dlsposed (_)f in land fills, or jusis found to be a responsible party under
dumped on industrial sites. Hazardous subcgrcLA, the banking organization may find
stances are also found in many other lines ofself responsible for cleaning-up a contami-
business. The following examples demonstratgateq site at a cost that far exceeds any outstand-
the diverse sources of potential hazardous Suﬁ‘ig loan balance. This risk of loss results from
stance contamination which should be of conyp'interpretation of the superfund statute as pro-
cern to banking organizations: viding for joint and several liability. Any re-
sponsible party, including the banking organiza-
Farmers and ranchers (use of fuel, fertilizerstion, could be forced to pay the full cost of any
herbicides, insecticides, and feedlot runoff). clean-up. Of course, the banking organization

« Dry cleaners (various cleaning solvents). may attempt to recover .suc.h costs from the
« Service station and convenience store oper&orrower, or the owner if different than the
tors (underground storage tanks). borrower, provided that the borrower or owner

Fertilizer and chemical dealers and applicacontinues in existence and is solvent. Banking
tors (storage and transportation of chemicalsprganizations may be held liable for the
« Lawn care businesses (application of lawrflean-up of hazardous substance contamination
chemicals). in situations where the banking organization:
Trucking firms (local and long haul transport-
ers of hazardous substances such as fuel orTakes title to property pursuant to foreclosure;
chemicals). « Involves the banking organization’s personnel
or contractors engaged by the bank in day-to-

The real estate industry has taken the brunt of &y management of the facility; ,
the adverse affects of hazardous waste contandi-12KeS actions designed to make the contami-
nation. In addition to having land contaminated Nat€d property salable, possibly resulting in
with toxic substances, construction methods for further contamination; .
major construction projects, such as commercidl ACtS in a fiduciary capacity, including man-
buildings, have utilized materials that have been 29€ment involvement in the day-to-day
subsequently determined to be hazardous, re-OPerations of industrial or commercial con-
sulting in significant declines in their value. For C€mMS, and purchasing or selling contaminated
example, asbestos was commonly used in com-ProPerty; .
mercial construction from the 1950's to the late’ OWNS €xisting, or acquires (by merger or ac-
1970’s. Asbestos has since been found to be gauisition), subsidiaries involved in activities
health hazard and now must meet certain federal that might result in a finding of environmental
and, in many instances, state requirements for i2Pility;

costly removal or abatement (enclosing or other- OWNns existing, or acquires for future expan-
wise sealing off). sion, premises that have been previously con-

Another common source of hazardous sub- @minated by hazardous substances. For exam-

stance contamination is underground storageP!€, Siteé contamination at a branch office

tanks. Leaks in these tanks not only contaminate WNereé a service station having underground
the surrounding ground, but often flow into storage tanks once operated. Also, premises

ground water and travel far away from the orig- ©F Other real estate owned could be contami-
inal contamination site. As contamination Nated by asbestos requiring costly clean-up or

spreads to other sites, clean-up costs escalate. 2Patement.

BHC Supervision Manual December 1992 A more common situation encountered by
Page 2 banking organizations has been where real prop-
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erty collateral is found to be contaminated by2010.5.4 PROTECTION AGAINST
hazardous substances. The value of contamiENVIRONMENTAL LIABILITY

nated real property collateral can decline dra-

matically, depending on the degree of contamiBanking organizations have numerous ways t
nation. As the projected clean-up costs increasgientify and minimize their exposure to environ-
the borrower may not be able to provide themental liability. Because environmental liability
necessary funds to remove contaminated mateis relatively recent, procedures used to safe
als. In making its determination whether to fore-guard against such liability are evolving. The
close, the banking organization must estimat®llowing discussion briefly describes methods
the potential clean-up costs. In many cases thgurrently being employed by banking organiza:
estimated cost has been found to be well iions and others to minimize potential environ-
excess of the outstanding loan balance, and ttigental liability.

banking organization has elected to abandon its Banking organizations should have in place
security interest in the property and write off theddequate safeguards and controls to limit the
loan. This situation occurs regardless of the fa@xposure to potential environmental liability.
that the superfund statute provides a securég?@n policies and procedures should addres
creditor exemption. Some courts have nofmethods for identifying potential environmental

extended this exemption to situations wher@'OPIems relating to credit requests as well a
banking organizations have taken title to a prop‘?XIStIng Ioa_ns. The loan policy S.hOUId d¢SCf'b€.
n appropriate degree of due diligence investi

erty pursuant to foreclosure. These rulings hav@ tion required for credit requests. Borrowers i
been based on a strict reading of the statute th glion req . at :
Igh-risk industries or localities should be held

ELCIJ;//IdeS the exemption to “security interests to a more stringent due diligence investigatior
: . . than borrowers in low-risk industries or locali-
Risk of credit losses can also arise where thfag | addition to establishing procedures fo
tcredlt qualltyt of |nd|vt|dual botrrowe;sh(ope:ja- granting credit, procedures should be develope
0rs, generators, or transporters of hazardoUmq gpplied to portfolio analysis, credit monitor-
substances) deteriorates markedly as a result pfy |0oan workout situations, and—prior to tak-
being required to clean up hazardous substangey title to real property—foreclosures. Banking
contamination. Banking organizations must bgrganizations may avoid or mitigate potential
ahwatr)e that signif:gar;]t clean-lrj]p EOStS borne bllénvironmental liability by having sound policies
the borrower could threaten the borrower’s soland procedures designed to identify, assess al
vency and jeopardize the banking organization‘eontr%| environmenta?liability. b
ultimate collection of outstanding loans to that At the same time, banking organizations mus
borrower, regardless of the fact that no reabe careful that any lending policies and proce
property collateral is involved. Therefore, ulti-dures, but especially those undertaken to asse
mate collection of loans to fund operations, or tand control environmental liability, cannot be
acquire manufacturing or transportation equipeonstrued as taking an active role in participat
ment can be jeopardized by the borrower’s gering in the management or day-to-day operation
erating or handling of hazardous substances @f the borrower’s business. Activities which
an improper manner. Further, some bankruptc§ould be considered active participation in the
courts have required clean-up of hazardous sufianagement of the borrower’s business, an
stance contamination prior to distribution of atherefore subject the bank to potential liability,
debtor’s estate to secured creditors. include, but are not limited to:

Borrowers may have existing subsidiaries or
may be involved in merger and acquisition’ borrower’s board of directors or actively par-
activity that may place the borrower at risk for ticinating in board decisions: yp
the activities of others that result in environmen- o baNg 1N board decisions,

S « assisting in day-to-day management and ope
tal liability. Some courts have held that for the _ N
RSN ating decisions; and
purposes of determining Ilablllty under the super; actively determining management changes.
fund statute, the corporate veil may not protect

parent companies that participate in the day-to- g6 considerations are especially importar
day operations of their subsidiaries from enviynen the banking organization is actively in-

ronmental liability and court imposed clean-upqyed in loan workouts or debt restructuring.
costs. Additionally, borrowers can be held liable

for contamination which occurred prior to theirgHc Supervision Manual June 1996
owning or using real estate. Page 3

having bank employees as members of th
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The first step in identifying and minimizing result in losses arising from hazardous sub-
environmental risk is for banking organiza-stance contamination because banking organiza-
tions to perform environmental reviews. Suchtions are held directly liable for costly court
reviews may be performed by loan officers owordered clean-ups. Additionally, the banking
others, and typically identify past practices anarganization’s ability to collect the loans it
uses of the facility and property, evaluate regumakes may be hampered by significant declines
latory compliance, if applicable, and identifyin collateral value, or the inability of a
potential future problems. This is accomplishedorrower to meet debt payments after paying
by interviewing persons familiar with presentfor costly clean-ups of hazardous substance
and past uses of the facility and propertycontamination.
reviewing relevant records and documents, and Banking organizations must understand the
visiting and inspecting the site. nature of environmental liability arising from

Where the environmental review reveals poshazardous substance contamination. Addition-
sible hazardous substance contamination, aily, they should take prudential steps to identify
environmental assessment or audit may be reand minimize their potential environmental lia-
quired. Environmental assessments are made bility. Indeed, the common thread to environ-
personnel trained in identifying potential envi-mental liability is the existence of hazardous
ronmental hazards and provide a more thorougsubstances, not types of borrowers, lines of busi-
review and inspection of the facility and prop-ness, or real property.
erty. Environmental audits differ markedly from
environmental assessments in that independent
environmental engineers are employed to inve2010.5.6 INSPECTION OBJECTIVES
tigate, in greater detail, those factors listed pre-
viously, and actually test for hazardous sub- 1. To determine whether adequate safeguards
stance contamination. Such testing mighand controls have been established to limit
require collecting and analyzing air samplesexposure to potential environmental liability.
surface soil samples, subsurface soil samples, or2. To determine whether the banking organi-
drilling wells to sample ground water. zation has identified specific credits and any

Other measures used by some banking orgéending and other banking and nonbanking
nizations to assist in identifying and minimizingactivities that expose the organization to envi-
environmental liability include: obtaining in- ronmental liability.
demnities from borrowers for any clean-up costs
incurred by the banking organization, and
including affirmative covenants in loan agree2010.5.7 INSPECTION PROCEDURES
ments (and attendant default provisions) requir-
ing the borrower to comply with all applicable 1. Review loan policies and procedures and
environmental regulations. Although these meaestablish whether these and other adequate safe-
sures may provide some aid in identifying andyuards and controls have been established to
minimizing potential environmental liability, avoid or mitigate potential environmental liabil-
they are not a substitute for environmentalty.# In performing this task, ascertain whether:
reviews, assessments and audits, because their a. an environmental policy statement has
effectiveness is dependent upon the financiddeen adopted,;
strength of the borrower. b. training programs are being conducted

so that lending personnel are aware of environ-

mental liability issues and are able to identify
2010.5.5 CONCLUSION borrowers with potential problems;

c. guidelines and procedures have been

Potential environmental liability can touch on a€Stablished for dealing with new borrowers and
great number of loans to borrowers in many€al property offered as collateral.
industries or localities. Moreover, nonlending . the lending policies and procedures and
activities as well as corporate affiliations carPther safeguards, including those to assess and
lead to environmental liability depending uponcontrol environmental liability, may not be con-
the nature of the these activities and the degredrued as actively participating in the manage-
of participation that the parent exercises in théhent of day-to-day operations of borrowers’
operations of its subsidiaries. Such liability carPusinesses.

BHC Supervision Manual June 1996
Page 4 4. Refer to SR-91-20.
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2. When reviewing individual credits deter- structured analysis as previously indicatec
mine whether the loan policy has been complied  for “environmental assessments,” however,
with in regard to a borrower’'s activities or more comprehensive testing might involve
industry that is associated with hazardous sub- collecting and analyzing air samples, sur-
stances or environmental liability. face soil samples, subsurface soil sample:

3. Ascertain whether appropriate periodic  or drilling wells to sample ground water.
analysis of potential environmental liability is
conducted. 4. Determine whether existing loans are

Such analysis should be more rigorous aseviewed internally to identify credits having
the risk of hazardous substance contaminatigmotential environmental problems.
increases. The following are examples of types 5. Review recordkeeping procedures ant
of analyses and procedures that should be prdetermine whether there is documentation as t
gressively considered as the risk of environmerthe due diligence efforts taken at the time of
tal liability increases: making loans or acquiring real property.
6. Review loan agreements to determine i
« Environmental review—screening of thewarranties, representations, and indemnifice
borrower’s activities by lending personneltions have been included in loan agreement
or real estate appraisers for potential envidesigned to protect the banking organizatior
ronmental problems (using questionnairesrom losses stemming from hazardous substanc
interviews, or observations). contamination. (Although such provisions pro-
Review procedures might include a survide some protection for the lender, these agree
vey of past ownership and uses of the propments are not binding against the government ¢
erty, a property inspection, a review of adja-third parties. Such contractual protections ar
cent or contiguous parcels of property, @only as secure as the borrower’s financia
review of company records for past use ostrength.)
disposal of hazardous materials, and a 7. For situations involving potential environ-
review of any relevant Environmental Pro-mental liability arising from a banking organiza-
tection Agency records. tion’s nonlending activities, verify that similar
« Environmental assessment—structuregolicies and procedures are in plate.
analysis by ajualifiedindividual that iden-

tifies the borrower’s past practices, regula- 5. A banking organization’s policies and procedures relat:

tory compllarice, and_ potentlal . futureing to environmental liability should apply to nonlending

problems. This analysis would includesituations where appropriate. For example, banking organiz:

reviewing relevant documents, Visiting andtions engaged in trust activities or contemplating a merger o

inspecting the site, and, in some cases pe?gquisition should evaluate the possibility of existing or sub-

forming limited tes,ts ! ' P¥sequent environmental liability arising from these activities.
« Environmental audit—a professional envi-

ronmental engineer performs a similar

BHC Supervision Manual December 1992
Page 5



Supervision of Subsidiaries (Financial Institution Subsidiary
Retail Sales of Nondeposit Investment Products) Section 201

The Board of Governors of the Federal Reserveature and risks associated with these product
System, along with the other federal bankingn particular, where nondeposit investment prod
regulators, issued an interagency statement arcts are recommended or sold to retail custornr
February 15, 1994, that provides comprehensivers, depository institutions should ensure tha
guidance on retail sales of nondeposit investeustomers are fully informed that the products—
ment products occurring on or from depository
institution premises. The interagency statement are not insured by the FDIC;
unifies pronouncements previously issued by the are not deposits or other obligations of the
banking agencies that addressed various aspectinstitution and are not guaranteed by the insti
of retail sales programs involving mutual funds, tution; and
annuities, and other nondeposit investment are subject to investment risks, including pos
products. sible loss of the principal invested.

The interagency statement was made effec-
tive immediately and applies to all depository Moreover, sales activities involving these
institutions, including state member banks anéhvestment products should be designed to min
the U.S. branches and agencies of foreign banksyize the possibility of customer confusion and
supervised by the Federal Reserve. The policip safeguard the institution from liability under
statement does not apply directly to bank holdthe applicable antifraud provisions of the fed-
ing companies. However, the board of directorgral securities laws, which, among other things
and management of bank holding companieprohibit materially misleading or inaccurate
should consider and administer the provisionsepresentations in connection with the sale o
of the statement with regard to the holdingsecurities.
company'’s supervision of its banking and thrift The four federal banking agencies—the
subsidiaries that offer such products to retaiBoard of Governors of the Federal Reserve Sys
customers. Reserve Bank examiners will contem, the Federal Deposit Insurance Corporatior
tinue to review nondeposit investment producthe Office of the Comptroller of the Currency,
sales activities during examinations of institu-and the Office of Thrift Supervision—issued
tions engaging in such activities on their premthe statement to provide uniform guidance tc
ises, either directly or through a third party or ardepository institutions engaging in these
affiliate. The review process will consist of, at aactivities?
minimum, an assessment of whether the inter-
agency statement is being followed, particularly
with regard to the nature and sufficiency of ar2010.6.1.1 Scope
institution’s disclosures, the separation of func-
tions, and the training of personnel involvedThis statement applies when retail recommend:
with the sales of mutual funds and other nontions or sales of nondeposit investment product
deposit products. (See SR-94-11.) are made by—

The following is the text of the interagency
policy statement, further clarified by a Septems employees of the depository institution;
ber 12, 1995, joint interpretation (SR-95-46). employees of a third party, which may or may
Section numbers have been added for reference———

1. Each of the four banking agencies has in the past issue

guidelines addressing various aspects of the retail sale ¢
nondeposit investment products. OCC Banking Circular 27+

2010.6.1 INTERAGENCY STATEMENT (July 19, 1993), FDIC Supervisory Statement FIL-71-93
ON RETAIL SALES OF NONDEPOSIT (October 8, 1993), former Federal Reserve letters SR-93-3

INVESTMENT PRODUCTS (June 17, 1993) and SR-91-14 (June 6, 1991), and OTS Thri
Bulletin 23-1 (Sept. 7, 1993). This statement is intended tc

. . L nsolidate and make uniform the guidance contained in th
Insured depository institutions have expandeghrious existing statements of each of the agencies, all ¢

their activities in recommending or selling suchwhich are superseded by this statement.
products. Many depository institutions are pro- Some of the banking agencies have adopted addition:

e ; : : uidelines covering the sale of certain specific types of instru
viding these services at the retail level, dlreCtl)gnents by depository institutions, i.e., obligations of the insti-

or through various types of arrangements Wity ion itself or of an affiliate of the institution. These guide-

third parties. lines remain in effect except where clearly inapplicable.
Sales activities for nondeposit investment
products should ensure that customers for thegHC Supervision Manual June 1999

products are clearly and fully informed of the Page 1
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not be affiliated with the institutiod,occur- investment products to the institution’s fiduciary
ring on the premises of the institution (includ-customers.
ing telephone sales or recommendations by
employees or from the institution’s premises
and sales or recommendations initiated b®010.6.1.2 Adoption of Policies and
mail from its premises); and Procedures
sales resulting from a referral of retail custom-
ers by the institution to a third party when the2010.6.1.2.1 Program Management
depository institution receives a benefit for
the referral. A depository institution involved in the activi-
ties described above for the sale of nondeposit
Retail sales include (but are not limited to)investment products to its retail customers
sales to individuals by depository institutionshould adopt a written statement that addresses
personnel or third-party personnel conducted ithe risks associated with the sales program and
or adjacent to the institution’s lobby area. Salesontains a summary of policies and procedures
of government or municipal securities awayoutlining the features of the institution’s pro-
from the lobby area are not subject to the intergram and addressing, at a minimum, the con-
agency statement. The statement also applies ¢erns described in this statement. The written
sales activities of an affiliated stand-alonestatement should address the scope of activities
broker-dealer resulting from a referral of retailof any third party involved, as well as the proce-
customers from the depository institution to thedures for monitoring compliance by third parties
broker-dealer. in accordance with the guidelines below. The
These guidelines generally do not apply tascope and level of detail of the statement should
the sale of nondeposit investment products tappropriately reflect the level of the institution’s
nonretail customers, such as sales to fiduciaiypvolvement in the sale or recommendation of
accounts administered by an institutrhe nondeposit investment products. The institu-
disclosures provided for by the interagencytion’s statement should be adopted and reviewed
statement, however, should be provided to cusperiodically by its board of directors. Deposi-
tomers of fiduciary accounts where the customeory institutions are encouraged to consult
directs investments, such as self-directed IRAvith legal counsel with regard to the implemen-
accounts. Such disclosures need not be madetation of a nondeposit investment product sales
customers acting as professional money managrogram.
ers. Fiduciary accounts administered by an The institution’s policies and procedures
affiliated trust company on the depository insti-should include the following:
tution’s premises should be treated as fiduciary
accounts of the institution. However, as part of Compliance proceduresThe procedures for
its fiduciary responsibility, an institution should ensuring compliance with applicable laws and
take appropriate steps to avoid potential cusegulations and consistency with the provisions
tomer confusion when providing nondepositof this statement.
Supervision of personnel involved in sales.
A designation by senior managers of specific

2. This statement does not apply to the subsidiaries oy qjyjguals to exercise supervisory responsibil-
insured state nonmember banks, which are subject to separate

provisions, contained in 12 C.F.R. 337.4, relating to securitiey ]_‘O_I‘ each activity outlined in the institution’s
activities. For OTS-regulated institutions that conduct sales gpolicies and procedures.
nondeposit investment products through a subsidiary, these Types of products sol@he criteria governing

guidelines apply to the subsidiary. 12 C.F.R. 545.74 als : ;
applies to such sales. Branches and agencies of U.S. foreiqhe selection and review of each type of pI’OdUCt

n
banks should follow these guidelines with respect to thei%Old or feCPmme”ded- . .
nondeposit investment sales programs. Permissible use of customer informatidre
3. Restrictions on a national bank’s use as fiduciary of thﬁprocedures for the use of information regarding

bank’s brokerage service or other entity with which the ban et AR :
has a conflict of interest, including purchases of the bank'@he institution's customers for any purpose in

proprietary and other products, are set out in 12 C.F.R. 9.lé_3.onne0ti0n with the retail sale of nondeposn
Similar restrictions on transactions between funds held by #1vestment products.
federal savings association as fiduciary and any person or Designation of employees to sell investment

organization with whom there exists an interest that migh P e
affect the best judgment of the association acting in its fidubrOdUCtSA descrlptlon of the respon3|bll|t|es of

ciary capacity are set out in 12 C.F.R. 550.10. those personnel authorized to sell nondeposit
investment products and of other personnel who
BHC Supervision Manual June 1999 May have contact with retail customers concern-

Page 2 ing the sales program, and a description of any
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appropriate and inappropriate referral activitiesng or selling nondeposit investment products tc

and the training requirements and compensatiatail customers should occur in a manner the

arrangements for each class of personnel. ensures that the products are clearly differenti
ated from insured deposits. Conspicuous an
easy-to-comprehend disclosures concerning tt

2010.6.1.2.2 Arrangements with Third  nature of nondeposit investment products an

Parties the risk inherent in investing in these product:
are one of the most important ways of ensurin

If a depository institution directly or indirectly, that the differences between nondeposit proc

including through a subsidiary or service corpoucts and insured deposits are understood.

ration, engages in activities as described above

under which a third party sells or recommends

should, prior to entering into the arrangementDisclosure

conduct an appropriate review of the third party.

The institution should have a written agreemenbisclosures with respect to the sale or recom

with the third party that is approved by themendation of these products should, at a mini

institution’s board of directors. Compliance withmum, specify that the product is—

the agreement should be periodically monitored

by the institution’s senior management. At & not insured by the FDIC;

minimum, the written agreement should— « not a deposit or other obligation of, or guaran-

teed by, the depository institution; and

» describe the duties and responsibilities of each subject to investment risks, including possible

party, including a description of permissible loss of the principal amount invested.

activities by the third party on the institution’s

premises; terms as to the use of the institu- The written disclosures described above

tion's space, personnel, and equipment; anshould be conspicuous and presented in a cle

compensation arrangements for personnel eind concise manner. Depository institutions ma;

the institution and the third party; provide any additional disclosures that furthel

specify that the third party will comply with clarify the risks involved with particular nonde-

all applicable laws and regulations, and willposit investment products.

act consistently with the provisions of this

statement and, in particular, with the provi-

sions relating to customer disclosures; 2010.6.1.3.1.2 Timing of Disclosure
authorize the institution to monitor the third

party and periodically review and verify that The minimum disclosures should be provided t
the third party and its sales representativeghe cystomer—
are complying with its agreement with the

institution; o .+ orally during any sales presentation;
authorize the institution and the appropriat& orally when investment advice concerning
banking agency to have access to such recordsnondeposit investment products is provided;
of the third party as are necessary or appropri orally and in writing prior to or at the time an
ate to evaluate such compliance; __ investment account is opened to purchas
require the third party to indemnify the insti-  these products; and
tution for potential ||ab|||ty resulting from . in advertisements and Other promotiona
actions of the third party with regard to the materials, as described below.
investment product sales program; and
provide for written employment contracts, sat- a statement, signed by the customer, shoul
isfactory to the institution, for personnel whope optained at the time such an account i
are employees of both the institution and thgypened, acknowledging that the customer hz
third party. received and understands the disclosures. Thir
party vendors not affiliated with the depository
institution need not make the minimum disclo-
2010.6.1.3 General Guidelines sures on confirmations and account statemen
that contain the name of the depository institu

2010.6.1.3.1 Disclosures and Advertising

) ) ) BHC Supervision Manual December 1995
The banking agencies believe that recommend- Page 3
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tion as long as the name of the depository instiposters, when used only as location indicators,
tution is there only incidentally and with a valid need not contain the minimum disclosures. Any
business purpose, and as long as it is clear ahird-party advertising or promotional material
the face of the document that the broker-dealeshould clearly identify the company selling the
and not the depository institution, has sold th@ondeposit investment product and should not
nondeposit investment products. For investmersuggest that the depository institution is the
accounts established prior to the issuance afeller. If brochures, signs, or other written mate-
these guidelines, the institution should considerial contain information about both FDIC-
obtaining such a signed statement at the time @fsured deposits and nondeposit investment
the next transaction. products, these materials should clearly segre-
Confirmations and account statements fogate information about nondeposit investment
such products should contain at least the minproducts from the information about deposits.
mum disclosures if the confirmations or account
statements contain the name or the logo of the
depository institution or an affiliatelf a cus-
tomer's periodic deposit account statemen2010.6.1.3.1.4 Additional Disclosures
includes account information concerning the
customer’s nondeposit investment products, the&/here applicable, the depository institution
information concerning these products shouldhould disclose the existence of an advisory or
be clearly separate from the information conother material relationship between the insti-
cerning the deposit account and should be intraution or an affiliate of the institution and an
duced with the minimum disclosures and thénvestment company whose shares are sold by
identity of the entity conducting the nondeposithe institution and any material relationship
transaction. between the institution and an affiliate involved
in providing nondeposit investment products. In
addition, where applicable, the existence of any
2010.6.1.3.1.3 Advertisements and Other fees, penalties, or surrender charges should be
Promotional Material disclosed. These additional disclosures should
be made prior to or at the time an investment
Advertisements and other promotional and salesccount is opened to purchase these products. If
material, written or otherwise, about nondeposisales activities include any written or oral repre-
investment products sold to retail customersentations concerning insurance coverage pro-
should conspicuously include at least the minivided by any entity other than the FDIC, e.g.,
mum disclosures discussed above and must ntite Securities Investor Protection Corporation
suggest or convey any inaccurate or misleadin¢sIPC), a state insurance fund, or a private
impression about the nature of the product or itthsurance company, then clear and accurate
lack of FDIC insurance. The minimum disclo-written or oral explanations of the coverage
sures should also be emphasized in telemarketust also be provided to customers when the
ing contacts. A shorter version of the minimumrepresentations concerning insurance coverage
disclosures is permitted in advertisements. Thare made, in order to minimize possible confu-
text of an acceptable logo-format disclosuresion with FDIC insurance. Such representations

would include the following statements: should not suggest or imply that any alternative
insurance coverage is the same as or similar to

e not FDIC-insured FDIC insurance.

¢ no bank guarantee Because of the possibility of customer confu-

e may lose value sion, a nondeposit investment product must not

have a name that is identical to the name of the
The logo format should be boxed, set in bold-depository institution. Recommending or selling
face type, and displayed in a conspicuous mara nondeposit investment product with a name
ner. Radio broadcasts of 30 seconds or lessimilar to that of the depository institution
electronic signs, and signs, such as banners astlould only occur pursuant to a sales program
- designed to minimize the risk of customer
4. These disclosures should be made in addition to angonfusion. The institution should take appro-

other confirmation disclosures that are required by law of, . ;
regulation, e.g.,, 12 C.F.R. 12 and 344, and 12 C.F.Rf.:ma‘te steps to ensure that the issuer of the

208.8(k)(3). product has complied with any applicable
requirements established by the Securities and
BHC Supervision Manual December 1995 Exchange Commission regarding the use of

Page 4 similar names.
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2010.6.1.3.2 Setting and Circumstances nel with supervisory responsibilities should
receive training appropriate to that position.
Selling or recommending nondeposit investTraining should also be provided to employee:
ment products on the premises of a depositorgf the depository institution who have direct
institution may give the impression that thecontact with customers to ensure a basic unde
products are FDIC-insured or are obligations oftanding of the institution’s sales activities anc
the depository institution. To minimize cus-the policy of limiting the involvement of
tomer confusion with deposit products, sales oemployees who are not authorized to sell invest
recommendations of nondeposit investmenment products to customer referrals. Training
products on the premises of a depository institushould be updated periodically and should occu
tion should be conducted in a physical locatioron an ongoing basis.
distinct from the area where retail deposits are Depository institutions should investigate the
taken. Signs or other means should be used ¥ackgrounds of employees hired for their non:
distinguish the investment sales area from thgeposit investment products sales program:
retail deposit-taking area of the inStitUtiOﬂ.induding checking for possible disciplinary
However, in the limited situation where physicalactions by securities and other regulators if the
considerations prevent sales of nondeposit progmployees have previous investment industr
ucts from being conducted in a distinct area, thexperience.
institution has a heightened responsibility to
ensure appropriate measures are in place to
minimize customer confusion. L
In no case, however, should tellers and oth 010.6.1.3.4 Suitability and Sales
employees, while located in the routine deposit* ractices
taking area, such as the teller window, make ) S _ )
general or specific investment recommendationi@€POsitory institution personnel involved in
regarding nondeposit investment products’?e”'”g non(_jeposn investment products Mus
qualify a customer as eligible to purchase Sucﬁdhere_ to fair and r_easonable sales practices a
products, or accept orders for such product$€ Subject to effective management and compl
even if unsolicited. Tellers and other employee&nce reviews with regard to such practices. I
who are not authorized to sell nondeposit investhis regard, if depository institution personnel
ment products may refer customers to individuf€commenchondeposit investment products to
als who are specifically designated and trainefustomers, they should have reasonable groun

to assist customers interested in the purchasetﬁir believing that the specific product recom-
such products. mended is suitable for the particular custome

on the basis of information disclosed by the
customer. Personnel should make reasonab
2010.6.1.3.3 Qualifications and Training efforts to obtain information directly from the
customer regarding, at a minimum, the cus
The depository institution should ensure that it$omer’s financial and tax status, investmen
personnel who are authorized to sell nondeposgpjectives, and other information that may be
investment products or to provide investmenfiseful or reasonable in making investmen
advice with respect to such products are adgecommendations to that customer. This infor

quately trained with regard to the specific prodmation should be documented and update
ucts being sold or recommended. Trainingeriodically.

should not be limited to sales methods, but
should impart a thorough knowledge of the
roducts involved, of applicable legal restric- .
tFi)ons, and of customer-pprgtection re%uirementsz.010'6'1'3'5 Compensation

If depository institution personnel sell or recom- ) o ) )
mend securities, the training should be thd&€pository institution employees, including
substantive equivalent of that required for peri€llers, may receive a one-time nominal fee
sonnel qualified to sell securities as registereBf @ fixed dollar amount for each customer

representatives Depository institution person- réferral for nondeposit investment products

The payment of this referral fee should not
—_— .. depend on whether the referral results in e

5. Savings associations are not exempt from the deﬂnltlonﬁansaction

of “broker” and “dealer” in sections 3(a)(4) and 3(a)(5) of '
the Securities Exchange Act of 1934; therefore, all securities .
sales personnel in savings associations must be registerBdHC Supervision Manual December 1995
representatives. Page 5
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Personnel who are authorized to sell nonderequirements. The banking agencies will moni-
posit investment products may receive incentivéor compliance with the institution’s policies
compensation, such as commissions, for trangnd procedures by third parties that participate
actions entered into by customers. Howevein the sale of these products. The failure of a
incentive compensation programs must not bdepository institution to establish and observe
structured in such a way as to result in unsuitappropriate policies and procedures consistent
able recommendations or sales being made teith this statement in connection with sales
customers. activities involving nondeposit investment prod-

Depository institution compliance and auditucts will be subject to criticism and appropriate
personnel should not receive incentive compercorrective action.
sation directly related to results of the nonde-
posit investment sales program.

2010.6.2 SUPPLEMENTARY FEDERAL
. RESERVE SUPERVISORY AND
PERTAINING TO THE SALE OF

Depository institutions should develop and
implement policies and procedures to e”SUF%\\I/IESS#JSEE,\D]TNSRN(?[?SSTSSIT

that nondeposit investment product sales activi-
ties are conducted in compliance with applica=|-

ble | q lati the institution’s int he above guidelines contained in the Inter-
€ laws and regulations, the institution's in er'agency Statement on Retail Sales of Nondeposit
nal policies and procedures, and in a mann

consistent with this statement. Compliance preiﬁvestment Products apply to retail recommen-

0 . L

. : ! ' ions or sal f non it investment prod-

cedures should identify any potential confhctqi?{songesb?lis of nondeposit investment prod
e

of interest and how such conflicts should b
addressed. The compliance procedures should
also provide for a system to monitor customer,
complaints and their resolution. Where applica-
ble, compliance procedures also should call for
verification that third-party sales are being con-
ducted in a manner consistent with the govern-
ing agreement with the depository institution.
The compliance function should be conducted
independently of nondeposit investment product
sales and management activities. Compliance
personnel should determine the scope and
frequency of their own review, and findings
of compliance reviews should be periodicallyin
reported directly to the institution’s board of
directors, or to a designated committee of th
board. Appropriate procedures for the non;:
deposit investment product program shoul
also be incorporated into the institution’s auditb

employees of a banking organization,
employees of an affiliated or unaffiliated third
party occurring on the premises of the bank-
ing organization (including telephone sales,
investment recommendations by employees,
and sales or recommendations initiated by
mail from its premises), and

a referral of retail customers by the institution
to a third party when the depository institution
receives a benefit for the referral.

The following examination procedures are
tended to determine if the bank’s policies and
rocedures provide for an operating environ-
ent that is designed to ensure customer protec-
ions in all facets of the sales program. Further-
ore, examiners are expected to assess the
ank’s ability to conduct such sales activities in

program. a safe and sound manner.
These procedures apply when reviewing the
nondeposit investment product retail sales
2010.6.1.4 Supervision by Banking activities conducted by state member banks or
Agencies the state-licensed U.S. branches or agencies of

foreign banks. They also apply to such activities
The federal banking agencies will continue toconducted by a bank holding company nonbank
review a depository institution’s policies andsubsidiary on the premises of a baink.
procedures governing recommendations and
sales of nondeposit investment products, as well6. The interagency statement and the majority of these
as management’s implementation and compliexamination procedures apply to all depository institutions.

ance with such policies and all other applicabl%ﬂa”y of the procedures, however, may not apply directly to
e inspection of bank holding companies. Some procedures

. may be applicable to bank holding companies from the per-
BHC Supervision Manual December 1995 spective of inspecting a bank holding company with regard to
Page 6 its responsibility to supervise its depository institution and
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The Rules of Fair Practice of the Nationalexaminers and other interested parties may fin
Association of Securities Dealers (NASD) gov-it helpful to refer to “Retail Investment Sales—
ern sales of securities by its member brokerGuidelines for Banks,” February 1994 (industry
dealers. In addition, the federal securities lawguidelines), published collectively by six bank
prohibit materially misleading or inaccurate rep4trade associations and available from the Ameri
resentations in connection with the offer or salean Bankers Association, 1120 Connecticu
of securitie3 and require that sales of registereddvenue, N.W., Washington, D.C. 20036.
securities be accompanied by a prospectus that
complies with Securities and Exchange Com-
mission (SEC) disclosure requirements. 2010.6.2.1 Program Management

In view of the existence of these securities
rules and laws that are applicable to brokerganking organizations must adopt policies an
dealers subject to supervision by the SEC angrocedures governing nondeposit investmer
the NASD, examiners should note that theyroduct retail sales programs. Such policies an
examination procedures contained herein haugrocedures should be in place before the com
been tailored to avoid duplication of examinamencement of the retail sale of nondeposi
tion efforts by relying on the most recent examiinyestment products on bank premises.
nation results or sales-practice review conducted The hoard of directors of a banking organiza:
by the NASD and provided to the third party.tion is responsible for ensuring that retail sale:
To the extent that no such NASD examinationgf nondeposit investment products comply with
or reviews have been completed within thehe interagency statement (see section 2010.6.
last two years, Reserve Banks should consufind all applicable state and federal laws an
with Board staff to determine an appropriateegulations. Therefore, the board or a designate
examination/inspection scope before proceedinggmmittee of the board should adopt written
further. _ olicies that address the risks and manageme

Notwithstanding Reserve System use Obf such sales programs. Policies and procedur
NASD results of sales-practice reviews, examinshould reflect the size, complexity, and volume
ers should still complete the balance of thesgf the institution’s activities or, when applica-
examination procedures, particularly those perple, address the institution’s arrangements witl
taining to the separation of sales of nondeposiny third parties selling such products on banl
investment products from the deposit-takingyremises. The banking organization’s policies
activities of the bank. Examiners should deterand procedures should be reviewed periodicall
mine whether the institution has adequate polipy the board of directors or its designated com
cies and procedures to govern the conduct of thgiittee to ensure that the policies are consister
sales activities on a bank’s premises and, iith the institution’s current practices, applica-
particular, whether sales of nondepOSit inVeStb|e |aWS, regl'”ations7 and guide”nes_
ment products are distinguished from the As discussed in more detail below, an institu:
deposit-taking activities of the bank throughtion’s policies and procedures for nondeposi
disclosure and physical means that are designg@gl,estment products should, at a minimum
to prevent customer confusion. address disclosure and advertising, physics

Although the interagency statement does nQfeparation of investment sales from deposit
apply to sales of nondeposit investment prodeaking activities, compliance and audit, suitabil-
ucts to nonretail customers, such as fiduciary and other sales practices and related risk
customers, examiners should apply these examissociated with such activities. In addition, poli-

nation procedures when retail customers argies and procedures should address the follov
directed to the bank’s trust department whergng areas.

they may purchase nondeposit investment
products simply by completing a customer

agreement.
For additional information on the subject of2010'6'2'1'1 Types of Products Sold

retail sales of nondeposit investment productsyhen evaluating nondeposit investment prod
ucts, management should consider what proc
holding company nonbank subsidiaries. Depository institutionuCts best meet the needs of customers. Policie
examination procedures and bank holding company inspeghould outline the criteria and procedures tha

tion procedures have been included in this section to keeﬂ,i” be used to select and periodically review
bank holding company examiners fully informed. p y

7. See, for example, section 10(b) of the Securities .
Exchange Act (15 U.S.C. 78j(b)) and rule 10b-5 (17 C.F.RBHC Supervision Manual December 2000
240.10b-5) thereunder. Page 7
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nondeposit investment products that are recom-
mended or sold on a depository ingtitution’'s
premises. Institutions should periodically review
products offered to ensure they meet their cus-
tomers' needs.

2010.6.2.1.2 Use of Identical or Smilar
Names

Because of the possibility of customer confu-
sion, a nondeposit investment product must not
have a name that is identical to the name of a
bank or its affiliates. However, abank may sell a
nondeposit investment product with a name
similar to the bank’s as long as the sales pro-
gram addresses the even greater risk that cus-
tomers may regard the product as an insured
deposit or other obligation of the bank. More-
over, the bank should review the issuer's dis-
closure documents for compliance with SEC
requirements, which call for athorough explana-
tion of the relationship between the bank and
the mutual fund.

The Federal Reserve applies a stricter rule
under Regulation Y (12 C.FR. 225.125) when a
bank holding company (as opposed to a bank)
or nonbank subsidiary acts as an investment
adviser to a mutua fund. In such a case, the
fund may not have a name that is identical to,
similar to, or avariation of the name of the bank
holding company or a subsidiary bank.

2010.6.2.1.3 Permissible Use of
Customer |nformation

Banking organizations should adopt policies and
procedures regarding the use of confidential cus-
tomer information for any purpose in connec-
tion with the sale of nondeposit investment
products. The industry guidelines permit banks
to share with third parties only limited customer
information, such as name, address, telephone
number, and types of products owned. It does
not permit the sharing of more confidential
information, such as specific or aggregate dollar
amounts of investments, net worth, etc., without
the customer’s prior acknowledgment and writ-
ten consent.

2010.6.2.1.4 Arrangements with Third
Parties

A majority of al nondeposit investment prod-
ucts sold on bank premises are sold by represen-

BHC Supervision Manual December 2000
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tatives of third parties. Under such arrange-
ments, the third party has access to the
institution’s customers, while the bank is able to
make nondeposit investment products available
to interested customers without having to com-
mit the resources and personnel necessary to
directly sell such products. Third partiesinclude
wholly owned subsidiaries of a bank, bank-
affiliated broker-dealers, unaffiliated broker-
dealers, insurance companies, or other compa
nies in the business of distributing nondeposit
investment products on aretail basis.

A banking institution should conduct a com-
prehensive review of an unaffiliated third party
before entering into any arrangement. The
review should include an assessment of the third
party’ sfinancial status, management experience,
reputation, and ability to fulfill its contractual
obligations to the bank, including compliance
with the interagency statement.

The interagency statement calls for banks to
enter into written agreements with any affiliated
and unaffiliated third parties that sell nondeposit
investment products on a bank’s premises. Such
agreements should be approved by a bank’s
board of directors or its designated committee.
Agreements should outline the duties and
responsibilities of each party; describe third-
party activities permitted on bank premises;
address the sharing or use of confidential cus-
tomer information for investment sales activi-
ties; and define the terms for use of the institu-
tion’s office space, equipment, and personnel. If
an arrangement includes dua employees, the
agreement must provide for written employment
contracts that specify the duties of such employ-
ees and their compensation arrangements.

In addition, a third-party agreement should
specify that the third party will comply with all
applicable laws and regulations and will con-
duct its activities in a manner consistent with
the interagency statement. The agreement
should authorize the bank to monitor the third
party’s compliance with its agreement, and
authorize the institution and Federal Reserve
examination staff to have access to third-party
records considered necessary to evaluate such
compliance. These records should include
examination results, sales-practice reviews, and
related correspondence provided to the third
party by securities regulatory authorities.
Finally, an agreement should provide for indem-
nification of the bank by an unaffiliated third
party for the conduct of its employees in
connection with sales activities.

Notwithstanding the provisions of a third-
party agreement, a bank should monitor the
conduct of nondeposit investment product sales
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programs to ensure that sales of nondeposit
investment products are distinct from other bank
activities and are not conducted in a manner that
could confuse customers about the lack of insur-
ance coverage for such investments.

2010.6.2.1.5 Contingency Planning

Nondeposit investment products are subject to
price fluctuations caused by changes in interest
rates, stock market valuations, etc. In the event
of a sudden, sharp drop in the market value of
nondeposit investment products, banking insti-
tutions may experience a heavy volume of cus-
tomer inquiries, complaints, and redemptions.
Management should develop contingency plans
to address these situations. A major element of
any contingency plan should be the provision of
customer access to information pertaining to
their investments. Other factors to consider in
contingency planning include public relations
and the ability of operations staff to handle
increased volumes of transactions.

2010.6.2.2 Disclosures and Advertising

2010.6.2.2.1 Content, Form, and Timing
of Disclosure

Nondeposit investment product sales programs
should be conducted in a manner that ensures
that customers are clearly and fully informed of
the nature and risks associated with these prod-
ucts. In addition, nondeposit investment prod-
ucts must be clearly differentiated from insured
deposits. The interagency statement identifies
the following minimum disclosures that must be
made to customers when providing investment
advice, making investment recommendations,
or effecting nondeposit investment product
transactions:

» They are not insured by the Federal Deposit
Insurance Corporation (FDIC).

» They are not deposits or other obligations of
the depository institution and are not guaran-
teed by the depository institution.

» They are subject to investment risks, includ-
ing the possible loss of the principal invested.

Disclosure is the most important way of
ensuring that retail customers understand the
differences between nondeposit investment
products and insured deposits. It is critical that
the minimum disclosures be presented clearly
and concisely in both oral and written communi-

cations. In this regard, the minimum disclosures
should be provided—

« orally during any sales presentations (includ-
ing telemarketing contacts) or when invest-
ment adviceis given,

« orally and in writing before or at the time an
investment account to purchase these prod-
uctsis opened, and

« in all advertisements and other promotional
materials (as discussed further below).

The minimum disclosures may be made on a
customer-account agreement or on a separate
disclosure form. The disclosures must be con-
spicuous (highlighted through bolding, boxes,
or a larger typeface). Disclosures contained
directly on a customer-account agreement
should be located on the front of the agreement
or adjacent to the customer signature block.

Banking organizations are to obtain a written
acknowledgment—on the customer-account
agreement or on a separate form—from a cus-
tomer confirming that the customer has received
and understands the minimum disclosures. For
nondeposit investment product accounts estab-
lished before the interagency statement, bank-
ing organizations should obtain a disclosure
acknowledgment from the customer at the time
of the customer’s next purchase transaction. |If
an ingtitution solicits customers by telephone or
mail, it should ensure that the customers receive
the written disclosures and an acknowledgment
to be signed and returned to the institution.

Customer-account statements (including com-
bined statements for linked accounts) and trade
confirmations that are provided by the bank or
an dffiliate should contain the minimum disclo-
sures if they display the name or logo of the
bank or its affiliate. Statements that provide
account information about insured deposits and
nondeposit investment products should clearly
segregate the information about nondeposit
investment products from the information about
deposits to avoid customer confusion.

2010.6.2.2.2 Advertising

The interagency statement provides that adver-
tisements in al media forms that identify
specific investment products must conspicu-
ously include the minimum disclosures and
must not suggest or convey any inaccurate or
misleading impressions about the nature of a

December 2000
Page 9
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nondeposit investment product. Promotional
material that contains information about both
FDIC-insured products and nondeposit invest-
ment products should clearly segregate the
information about the two product types. Dis-
plays of promotional sales materials related to
nondeposit investment products in a bank’s
retail areas should be grouped separately from
material related to insured bank products.

Examiners should review telemarketing
scripts to determine whether bank personnel are
making inquiries about customer investment
objectives, offering investment advice, or identi-
fying particular investment products or types of
products. In such cases, the scripts must contain
the minimum disclosures. Bank personnel rely-
ing on the scripts must be formally authorized to
sell nondeposit investment products by their
employers and must have training that is the
substantive equivaent of that required for per-
sonnel qualified to sell securities as registered
representatives (see the discussion on training
below).

2010.6.2.2.3 Additional Disclosures

A depository institution should apprise cus-
tomers of certain material relationships. For
example, sales personnel should inform a
customer oraly and in writing before the sale
about any advisory relationship existing be-
tween the bank (or an affiliate) and a mutual
fund whose shares are being sold by the depos-
itory institution. Similarly, sales personnel
should disclose fees, penalties, or surrender
charges associated with a nondeposit invest-
ment product orally and in writing before or
at the time the customer purchases the prod-
uct. The SEC requires written disclosure of
this information in the investment product’s
prospectus.

If sales activities include any written or oral
representations concerning insurance coverage
by any entity other than the FDIC (for example,
Securities Investor Protection Corporation
(SIPC) insurance of broker-dealer accounts, a
state insurance fund, or a private insurance
company), then clear and accurate explanations
of the coverage must also be provided to cus-
tomers at that time to minimize possible con-
fusion with FDIC insurance. Such disclosures
should not suggest that other forms of insurance
are the substantive equivalent to FDIC deposit
insurance.

BHC Supervision Manual December 2000
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2010.6.2.3 Setting and Circumstances

2010.6.2.3.1 Physical Separation from
Deposit Activities

Selling or recommending nondeposit invest-
ment products on the premises of a banking
ingtitution may give the impression that the
products are FDIC-insured or are obligations of
the bank. To minimize customer confusion with
deposit products, nondeposit investment prod-
uct sales activities should be conducted in a
location that is physicaly distinct from the areas
whereretail deposits are taken. Bank employees
located at teller windows may not provide
investment advice, make investment recommen-
dations about investment products, or accept
orders (even unsolicited orders) for nondeposit
investment products.

Examiners must evauate the particular cir-
cumstances of each bank in order to form an
opinion about whether nondeposit investment
product sales activities are sufficiently separate
from deposit activities. FDIC insurance signs
and promotional material related to FDIC-
insured deposits should be removed from the
investment-product sales area and replaced with
signs indicating that the area is for the sale of
investment products. Signs referring to specific
investments should prominently contain the
minimum disclosures. In the limited situation
where physical constraints prevent nondeposit
investment product sales activities from being
conducted in a distinct and separate area, the
institution has a heightened responsibility to
ensure that appropriate measures are taken to
minimize customer confusion.

A bank that enters into a third-party broker-
age arrangement with a broker or deder regis-
tered under the Securities Exchange Act of 1934
(the 1934 Act) will not itself be considered to be
a broker subject to registration under the 1934
Act if the bank complies with the nine require-
ments set forth in section 3(a)(4)(B) of the 1934
Act. These requirements include clear identifi-
cation of the broker or dealer as the person
providing the brokerage services, clear physical
separation of deposit-taking activities from bro-
kerage transactions; prohibition of bank employ-
ees’ receiving incentive compensation based on
brokerage transactions; limitation of bank
employees to clerical or ministerial functions
with respect to brokerage transactions; and spe-
cific disclosures and other requirements. Failure
by a bank to comply with these requirements
will not automatically require the bank to regis-
ter but brings into question the exemption of the
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bank from the registration requirements of the
1934 Act.

Business cards for designated sales personnel
should clearly indicate that they sell nondeposit
investment products or, if applicable, are
employed by a broker-dealer.

The interagency statement was intended to
generaly cover sales made to retail customers
in a bank’s lobby. However, some banks may
have an arrangement whereby retail customers
purchase nondeposit investment products at a
location generally confined to ingtitutional ser-
vices (such as the corporate money desk). In
such cases, the banking institutions should still
ensure that retail customers receive the mini-
mum disclosures to minimize any possible cus-
tomer confusion about nondeposit investment
products and insured deposits.

2010.6.2.3.2 Hybrid Instruments and
Accounts

In cases in which a depository ingtitution offers
accounts that link traditional bank deposits with
nondeposit investment products, such as a cash
management account,® the accounts should be
opened at the investment sales area by trained
personnel. In light of the hybrid characteristics
of these products, the opportunity for customer
confusion is amplified, so the depository institu-
tion must take special care in the account-
opening process to ensure that a customer is
accurately informed that—

* funds deposited into a sweep account will
only be FDIC-insured until they are swept
into a nondeposit investment product account
and

* customer-account statements may disclose
balances for both insured and nondeposit
product accounts.

2010.6.2.4 Designation, Training, and
Supervision of Sales Personnel and
Personnel Making Referrals

2010.6.2.4.1 Hiring and Training of Sales
Personnel

Banking organizations hiring sales personnel for
nondeposit investment product programs should
investigate the backgrounds of prospective

8. A hybrid account may incorporate deposit and broker-
age services, credit/debit card features, and automated sweep
arrangements.

employees. In cases in which candidates for
employment have previous investment industry
experience, the bank should check whether the
individual has been the subject of any disci-
plinary actions by securities, state, or other
regulators.

Unregistered bank sales personnel should
receive training that is the substantive equiva-
lent of that provided to personnel qualified to
sell securities as registered representatives.
Training should cover the areas of product
knowledge, trading practices, regulatory
requirements and restrictions, and customer-
protection issues. In addition, training programs
should cover the institution’ s policies and proce-
dures regarding sales of nondeposit investment
products and should be conducted continually to
ensure that staff are kept abreast of new prod-
ucts and compliance issues.

Bank employees whose sales activities are
limited to mutual funds or variable annuities
should receive training equivalent to that ordi-
narily needed to pass NASD’s Series 6 limited
representative examination, which typicaly
involves approximately 30 to 60 hours of prepa-
ration, including about 20 hours of classroom
training. Bank employees who are authorized to
sell additional investment products and securi-
ties should receive training that is appropriate to
pass the NYSE's Series 7 general securities
representative examination, which typicaly
involves 160 to 250 hours of study, including at
least 40 hours of classroom training.

The training of third-party or dual employees
is the responsibility of the third party. When
entering into an agreement with a third party, a
banking organization should be satisfied that the
third party is able to train third-party and dual
employees about compliance with the minimum
disclosures and other requirements of the
interagency statement. The bank should obtain
and review copies of third-party training and
compliance materials in order to monitor the
third party’s performance regarding its training
obligations.

2010.6.2.4.2 Training of Bank Personnel
Who Make Referrals

Bank employees, such as tellers and platform
personnel, who are not authorized to provide
investment advice, make investment recommen-
dations, or sell nondeposit investment products
but who may refer customers to authorized

December 2000
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nondeposit investment products sales personnel,
should receive training regarding the strict limi-
tations on their activities. In general, bank per-
sonnel who are not authorized to sell nondeposit
investment products are not permitted to dis-
cuss general or specific investment products,
prequalify prospective customers as to financial
status and investment history and objectives,
open new accounts, or take orders on a solicited
or unsolicited basis. Such personnel may con-
tact customers for the purposes of—

 determining whether the customer wishes to
receive investment information;

« inquiring whether the customer wishes to
discuss investments with an authorized sales
representative; and

e arranging appointments to meet with autho-
rized bank sales personnel or third-party
broker-dealer registered sales personnel.

The minimum disclosure guidelines do not
apply to referrals made by personnel not autho-
rized to sell nondeposit investment products if
the referral does not provide investment advice,
identify specific investment products, or make
investment recommendations.

2010.6.2.4.3 Supervision of Personnel

Banking institution policies and procedures
should designate, by title or name, the indi-
viduals responsible for supervising nondeposit
investment product sales activities, as well as
referral activities initiated by bank employees
not authorized to sell these products. Personnel
assigned responsibility for management of sales
programs for these products should have super-
visory experience and training equivalent to that
required of a general securities principal as
required by the NASD for broker-dealers.
Supervisory personnel should be responsible for
the ingtitution’s compliance with policies and
procedures on nondeposit investment products,
applicable laws and regulations, and the inter-
agency statement. When sales of these products
are conducted by a third party, supervisory per-
sonnel should be responsible for monitoring
compliance with the agreement between the
bank and the third party, as well as compliance
with the interagency statement, particularly the
guideline calling for nondeposit investment
product sales to be separate and distinct from
the deposit activities of the bank.

BHC Supervision Manual December 2000
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2010.6.2.5 Suitability and Sales Practices

2010.6.2.5.1 Suitability of
Recommendations

Suitability refers to the matching of customer
financial means and investment objectives with
a suitable product. If customers are placed into
unsuitable investments, the resulting loss of con-
sumer confidence could have detrimental effects
on an ingtitution’s reputation. Many first-time
investors may not fully understand the risks
associated with nondeposit investment products
and may assume that the banking institution is
responsible for the preservation of the principal
of their investment.

Banking institutions that sell nondeposit
investment products directly to customers
should develop detailed policies and proce-
dures addressing the suitability of investment
recommendations and related record-keeping
requirements. Sales personnel who recommend
nondeposit investment products to customers
should have reasonable grounds for believing
that the products recommended are suitable
for the particular customer on the basis of infor-
mation provided by the customer. A reasonable
effort must be made to obtain, record, and
update information concerning the customer’s
financial profile (such as tax status, other
investments, income), investment objectives,
and other information necessary to make
recommendations.

In determining whether sales personnel are
meeting their suitability responsibilities, exam-
iners should review the practices for conform-
ance with the banking institution’s policies and
procedures. The examiner's review should
include a sample of customer files to determine
the extent of customer information collected,
recorded, and updated (for subsequent pur-
chases), and whether investment recom-
mendations appear unsuitable in light of such
information.

Nondeposit investment product sales pro-
grams conducted by third-party broker-dealers
are subject to NASD's suitability and other
sales-practice rules. To avoid duplicating
NASD examination efforts, examiners should
rely on NASD's most recent sales-practice
review of the third party, when available. To
the extent that no such NASD review has
been completed within the last two years,
Reserve Banks should consult with Board staff
to determine an appropriate examination scope
for suitability compliance before proceeding
further.
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2010.6.2.5.2 Sales Practices a proprietary mutual fund) may be inappropriate

if it results in unsuitable recommendations to
The banking organization should have policiegustomers. A compensation program that i
and procedures that address undesirable praotended to provide remuneration for a group of
tices by sales personnel intended to generatmnk employees (such as a branch or depatr
additional commission income through thement) is permissible as long as the program i
churning or switching of accounts from onebased on the overall performance of the grou
product to another. in meeting bank objectives regarding a broac

variety of bank services and products, and is nc

based principally on the volume of sales or
2010.6.2.5.3 Customer Complaints nondeposit investment products.

Individual bank employees, such as tellers

The banking organization should have policiesnay receive a one-time nominal fee of a fixec
and procedures for handling customer comdollar amount for referring customers to autho-
plaints related to nondeposit investment prodrized sales personnel to discuss nondepos
ucts. The process should provide for the recordavestment products. However, the payment o
ing and tracking of all complaints and requirethe fee should not depend on whether the refel
periodic reviews of complaints by complianceral results in a transaction. Nonmonetary com
personnel. The merits and circumstances of eagiensation to bank employees for referrals shoul
complaint (including all documentation relatingbe similarly structured.
to the transaction) should be considered when Auditors and compliance personnel shoulc
determining the proper form of resolution.not participate in incentive compensation pro-
Reasonable timeframes should be establishegsams directly related to the results of non-
for addressing complaints. deposit investment product sales programs.

2010.6.2.6 Compensation 2010.6.2.7 Compliance

Incentive compensation programs specificallynstitutions must develop and maintain written
related to the sale of nondeposit investmeniolicies and procedures that effectively monitos
products may include sales commissions, limand assess compliance with the interagenc
ited fees for referring prospective customers t@tatement and other applicable laws and regulz
an authorized sales representative, and nonmofions and ensure appropriate follow-up to cor-
etary compensation (prizes, awards, and giftsyect identified deficiencies. Compliance pro-
Compensation that is paid by unaffiliated thirdgrams should be independent of sales activitie
parties (such as mutual fund distributors) tqyith respect to scheduling, compensation, an
banking organization staff must be approved imerformance evaluations. Compliance personn
writing by bank management; be consistent witlshould periodically report compliance findings
the bank’s written internal code of conduct relat'[o the institution’s board of directors or a desig_
ing to the acceptance of remuneration from thirghagted committee of the board as part of the
pal’ties; and be consistent with the prOSCfiptionﬁoard’s Ongoing Oversight of nondeposit invest
of the Bank Bribery Act (18 U.S.C. 215) and thement product activities. Compliance personne
banking agencies’ implementing guidelines tahould have appropriate training and experienc
that act (see SR-87-36, dated October 30, 198@th nondeposit investment product sales pro
or 52 Federal Register39,277, October 21, grams, applicable laws and regulations, and th
1987). Compensation policies should establisfhteragency statement.
appropriate limits on the extent of compensation Banking organizations should institute com-
that may be paid to banking organization stafpliance programs for nondeposit investmen
by unaffiliated third parties. products that are similar to those of securitie
Incentive compensation programs must nogroker-dealers. This includes a review of new
be structured in such a way as to result imccounts and a periodic review of transaction
unsuitable investment recommendations or salg§ existing accounts to identify any potential
to customers. In addition, if sales personnel selipusive practices such as unsuitable recomme
both deposit and nondeposit products, similagations or churning or switching practices.
financial incentives should be in place for salegompliance personnel should also oversee tt
of both types of products. A compensation pro-
gram that offers significantly higher remuneraBHC Supervision Manual December 1995
tion for selling a specific product (for example, Page 13
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prompt resolution of customer complaints andember 12, 1995, joint interpretations regarding
review complaint logs for questionable saleshe February 1994 Interagency Statement on
practices. Compliance personnel should usRBetail Sales of Nondeposit Investment Products
MIS reports on early redemptions and saleby banking and thrift organizations, previously
patterns for specific sales representatives artiscussed. The agencies also authorized the use
products to identify any potentially abusiveof alternative abbreviated minimum disclosures
practices. In addition, referral activities of bankfor advertisements. The alternative minimum
personnel should be reviewed to ensure thatisclosures need not be made at all in certain
they are conducted in a manner that conforms ttypes of advertisements. The use of abbreviated
the guidelines in the interagency statement.  disclosures offers an optional alternative to the

When nondeposit investment products aréonger disclosures prescribed by the interagency
sold by third parties on bank premises, thestatement.
bank’s compliance program should provide for
oversight of the third party’s compliance with
its agreement with the bank, including conform2010.6.2.9.1 Disclosure Matters
ance to the disclosure and separate facilities
guidelines of the interagency statement. Th&he agencies agreed that there are limited situa-
results of such oversight should be reported ttons in which the disclosure guidelines need
the board of directors or to a designated commitaot apply or where a shorter logo format may be
tee of the board. Management should promptlysed in lieu of the longer written disclosures
obtain the third party’s commitment to correctcalled for by the interagency statement.
identified problems. Proper follow-up by the The interagency statement disclosures do not
bank’s compliance personnel should verify theneed to be provided in the following situations:
third party’s corrective actions.

+ radio broadcasts of 30 seconds or less
* electronic signs
2010.6.2.8 Audit * signs, such as banners and posters, when used
only as location indicators

Audit personnel should be responsible for
assessing the effectiveness of the depository Additionally, third-party vendors not affili-
institution’s compliance function and overallated with the depository institution need not
management of the nondeposit investment prodnake the interagency statement disclosures on
uct sales program. The scope and frequency #ondeposit investment product confirmations
audit's review of nondeposit investment producgind in account statements that may incidentally,
activities will depend on the complexity andwith a valid business purpose, contain the name
sales volume of a sales program, and wheth@f the depository institution.
there are any indications of potential or actual The banking agencies have been asked
problems. Audits should cover all of the issuegvhether shorter, logo-format disclosures may be
discussed in the interagency statement. Internebed in visual media, such as television broad-
audit staff should be familiar with nondepositcasts, ATM screens, billboards, signs, and post-
investment products and receive ongoing trainers, and in written advertisements and promo-
ing. Audit personnel should report their findingstional materials, such as brochures. The text of
to the board of directors or a designated commi@n acceptable logo-format disclosure would
tee of the board, and proper follow-up should bénclude the following statements:
performed. Audit activities with respect to third
parties should include a review of their compli-> not FDIC-insured
ance function and the effectiveness of the bank’s no bank guarantee
oversight of the third party’s activities. * may lose value

The logo-format disclosures would be boxed,

2010.6.2.9 Joint Interpretations of the ~ Set in boldface type, and displayed in a con-
Interagency Statement spicuous manner. The full disclosures prescribed

In response to a banking association’s inquiry,
the banking supervisory agencies issued on Sep-g. “Electronic signs” may include billboard-type signs

. that are electronic, time and temperature signs, and ticker-tape
BHC Supervision Manual December 1995 signs. Electronic signs would not include media such as

Page 14 television, on-line services, or ATMs.
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by the interagency statement should continue to customers acting as professional money mar
be provided in written acknowledgment forms agers. Fiduciary accounts administered by a
that are signed by customers. An example of an affiliated trust company on the depository
acceptable logo disclosure is— institution’'s premises would be treated the
same way as the fiduciary accounts of the
institution.

With respect to custodian accounts main:

May lose tained by a depository institution, the inter-

N OT agency statement does not apply to traditions

value custodial activities, for example, collecting

FDIC' interest and dividend payments for securitie:

No bank held in the accounts or handling the deliver

I N S U R E D guarantee or collection of securities or funds in connec-
tion with a transaction.

Affiliated stand-alone broker-dealers. The

statement applies specifically to sales of non
deposit investment products on the premise
of a depository institution, for example, when-
ever sales occur in the lobby area. The state
ment also applies to sales activities of ar
affiliated stand-alone broker-dealer resulting
from a referral of retail customers by the
depository institution to the broker-dealer.

2010.6.2.9.2 Joint Interpretations on
Retail Sales of Nondeposit Investment
Products

The banking agencies’ joint statement also
addressed the following:

» Sales from lobby area presumed retail. Retail
sales include (but are not limited to) sales to
individuals by depository institution Person-2010.6.3 INSPECTION/EXAMINATION
nel or third-party personnel conducted in oloBJECTIVES
adjacent to a depository institution’s lobby
area. Sales activities occurring in anothe
location of a depository institution may also
be retail sales activities covered by the inter-
agency statement depending on the facts and
circumstances.

» Government or municipal securities dealers
or desks. Sales of government and muni-
cipal securities made in a depository institu-

1. To determine that the banking organizatior
has taken appropriate measures to ensure tr
retail customers clearly understand the differ:
ences between insured deposits and nor
deposit investment products and receive th
minimum disclosures both orally during sales
presentations (including telemarketing) anc
in writing.

tion’s dealer department that is located away
from the lobby area are not subject to the
interagency statement. Such departments are
already regulated by the banking agencies and
are subject to the statutory requirements for
registration of government and municipal
securities brokers and dealers. Further, su
brokers and dealers are subject to sales-
practice and other regulations of the Depart-
ment of the Treasury, the SEC, and designated
securities self-regulatory organizations.
Fiduciary accounts, affiliated trust compa-
nies, and custodian accounts. The interagency
statement generally does not apply to fidu-
ciary accounts administered by a depository
institution. However, for fiduciary accounts in
which the customer directs investments, such
as self-directed individual retirement
accounts, the disclosures prescribed by the

4.

. To assess the adequacy of the institution’

policies and procedures, sales practices, ar
oversight by management and the board ©
directors to ensure an operating environmer
that fosters customer protection in all facet:
of the sales program.

A To ensure that the sales program is con

ducted in a safe and sound manner that is i
compliance with the interagency statement
Federal Reserve guidelines, regulations, an
applicable laws.

To assess the effectiveness of the institu
tion’s compliance and audit programs for
nondeposit investment product operations.
To obtain commitments for corrective action
when policies, procedures, practices, or mar
agement oversight is deficient or the institu-
tion has failed to comply with the inter-

interagency statement should be provideBHC Supervision Manual

Nevertheless, disclosures need not be made to
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agency statement or applicable laws and
regulations.

2010.6.4 INSPECTION/EXAMINATION
PROCEDURES

2010.6.4.1 Scope of the Procedures

These procedures are based on the guidelines
outlined in the interagency statement. The
interagency statement applies to al banking
organizations, including state member banks
and the U.S. branches and agencies of foreign
banks supervised by the Federal Reserve.

These examination procedures are intended to
be used when examining a state member bank
(or a state-licensed U.S. branch or agency of a
foreign bank) that engages directly in the retail
sale of nondeposit investment products.

This set of examination procedures is also
meant to be used in conjunction with other
procedures in this manual when examining a
nonbank subsidiary that sells nondeposit invest-
ment products on bank premises. See the follow-
ing sections for related examination procedures:

¢ Section 3130.1: Section 4(c)(8) of the BHC
Act—Investment or Financial Advisers

e Section 3230.0: Section 4(c)(8) of the BHC
Act—Securities Brokerage

e Section 3600.27: Providing Administrative
and Certain Other Services to Mutual Funds

Program Management and Organization

1. Evaluate the ingtitution’s structure and
reporting lines (legal and functional) for
its retail nondeposit investment products
operations. Determine whether retail sales
of nondeposit investment products are being
made directly by employees of the deposi-
tory institution or through an affiliated or
unaffiliated third party. Identify the princi-
pals responsible for the management of the
nondeposit investment products sales pro-
gram. Review their backgrounds, qualifica-
tions, and tenure with the institution.

2. Determine therole of the board of directors
of each legal entity involved in the sale of
nondeposit investment products in authoriz-
ing and controlling nondeposit investment
products activities on bank premises. Evalu-
ate the adequacy of MIS reports relied on

BHC Supervision Manual December 2000
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by the board (or a designated committee)
and senior management to manage these
activities.

. Describe the membership and responsibili-

ties of management or board committees
for nondeposit investment product retail
sales programs. Review the minutes main-
tained by these committees for information
related to the conduct of retail nondeposit
investment product sales programs.

. Review and evaluate the institution’s poli-

cies and procedures, objectives, and budget

for nondeposit investment products activi-

ties. In so doing, consider the following:

a. who prepared the materia

b. how it fits into the ingtitution’s overall
strategic objectives

c. whether the goals and objectives are
realistic

d. whether actual results are routinely com-
pared to plans and budgets

. Determine how policies and procedures for

nondeposit investment products activities
are developed and at what level in the insti-
tution they are formally approved. Review
the policies and procedures to see that they
are consistent with the interagency state-
ment and address the following matters:
a. disclosure and advertising
b. physical separation from deposit-taking
activities
¢. compliance programs and internal audit
d. hiring, training, supervision, and com-
pensation practices for sales staff and
personnel making referrals
e. types of products offered, selection
criteria
f. restrictions on a mutua fund's use of
names similar or identical to that of the
bank holding company or its subsidiary
banks
. Suitability and sales practices
. use of customer information
transactions with affiliated parties
role of third parties, if applicable

0o Q

—_——

. Determine how management Oversees com-

pliance with the policies and procedures in
item 5.

. Review the product selection and develop-

ment process to ensure that it considers
customer needs and investment objectives.

. Determine if the depository ingtitution is

covered by blanket bond insurance applica-
ble to nondeposit investment product retail
sales activities.

. If the ingtitution sells proprietary nonde-

posit investment products and performs
related back-office operations, review—
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10.

11.

a. the work flow and position responsibili-
ties within the sales and operations func-
tion, and

b. available flow charts, job descriptions,
and policies and procedures.

After discussions with management, con-
duct a walk-through, tracing the path of a
typical transaction. Evaluate the
effectiveness and efficiency of the work
flow and the overall operation.

Determine whether the institution has

established any contingency plans for han-

dling adverse events affecting nondeposit

investment product programs, such as a

sudden market downturn or period of heavy

redemptions.

Review the ingtitution’ s earnings and evalu-

ate the—

a. profitability of nondeposit investment
products activities, including any invest-
ment advisory fees it may receive, and

b. income and expense from the sales,
investment advisory, and proprietary
fund management activities related to
nondeposit investment products, as a
percentage of non-interest income and
expense.

Disclosures and Advertising

The interagency statement identifies certain
minimum disclosures that must be made to cus-
tomers. The disclosures must state that non-
deposit investment products—

are not insured by the FDIC;

are not deposits or other obligations of the
institution and are not guaranteed by the insti-
tution; and

are subject to investment risks, including the
possible loss of the principal invested.

12. Determine whether the minimum disclo-

13.

sures are being provided orally to custom-
ers during sales presentations (including
telemarketing contacts) or when giving
investment advice on specific investment
products.

Determine if the customer-account
agreement (or a separate disclosure form)
presents the minimum disclosures clearly
and conspicuously. The disclosures should
be prominent (highlighted through bolding,
boxes, or a larger typeface) and should be
located on the front of the customer-account
agreement or adjacent to the customer sig-
nature block.

14.

15.

16.

17.

18.

Determine whether customers sign an
acknowledgment that they have received
and understand the minimum disclosures.
The acknowledgment can be on the
customer-account agreement or it can be on
a separate disclosure form. Determine if
customers who opened accounts before the
interagency statement was issued receive
the written minimum disclosures and
acknowledge receipt at the time of their
next transaction. Review a sample of cus-
tomer accounts to determine whether cus-
tomers received the minimum ora and
written disclosures.
When sales confirmations or account state-
ments provided by the bank or an affiliate
bear the name or logo of the bank or an
affiliate, determine whether the minimum
disclosures are conspicuously displayed on
the front of the documents.
Review advertisements and promotional
material that identify specific nondeposit
investment products to determine whether
they conspicuously display the minimum
disclosures or the abbreviated logo-format
disclosures. Any materials that contain
information about insured deposits and non-
deposit investment products should clearly
segregate the information about investment
products from the information about
deposits.
Review telemarketing material used to
solicit new business. To the extent that
employees identify specific products, seek
customer investment objectives, make
investment recommendations, or give
investment advice, determine whether—

a. the minimum disclosures are included in
the script;

b. bank employees engaged in telemarket-
ing activities are authorized by the bank
to recommend or sell nondeposit invest-
ment products, and whether their train-
ing is the substantive equivalent of that
required for securities registered repre-
sentatives; and

c. the material contains any statements that
may be misleading or confusing to cus-
tomers regarding the uninsured nature of
nondeposit investment products.

When nondeposit investment products are

sold by employees of an affiliated broker-

dealer, determine if any written or oral rep-
resentations concerning insurance coverage
provided by SIPC, a state insurance fund, or

BHC Supervision Manual
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10.

20.

a private insurance company are clear and
accurate and do not suggest that they are the
substantive equivalent to FDIC insurance
available for certain deposit products.
When the bank or its bank holding com-
pany (or &ffiliate) acts as an investment
adviser to or has some other materia rela-
tionship with a mutual fund whose shares
are sold by the bank, determine whether—
a ora and written disclosure of the rela-
tionship is made before the purchase of
the shares;
b. bank-advised mutual funds do not have
names identical to the bank’s;
¢. bank-advised mutual funds with names
similar to the bank’s are sold pursuant to
a sales program designed to minimize
the risk of customer confusion; and
d. mutual funds advised by bank holding
companies do not have names identical
to, similar to, or a variation of the name
of the holding company or its subsidiary
bank.
Determine whether disclosure of any sales
charges, fees, penalties, or surrender
charges relating to nondeposit investment
products is made oraly and in writing
before the purchase of these products.

Third-Party Agreements

21.

When sales of nondeposit investment prod-

ucts are conducted by employees or repre-

sentatives of a third party, review all con-

tractual agreements between the bank and

the third party to determine whether they

cover the following:

a. duties and responsibilities of each party

b. third-party compliance with all applica-
ble laws and regulations and the inter-
agency statement

c. authorization for the institution to over-
see and verify compliance by the third
party

d. provision for access to relevant records
to the appropriate bank supervisory
authorities

e. written employment contracts for dual
employees

f. indemnification of the institution by the
third party for the conduct of its employ-
ees in connection with nondeposit
investment product sales activities

g. policies regarding the use of confidential

BHC Supervision Manual
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22.

23.

customer information for any purpose in
connection with sales of nondeposit
investment products.
Obtain and review the most recent NASD
examination results for the third party from
the bank or the third-party broker-dealer.
Also obtain and review examination-related
correspondence and any disciplinary mat-
ters between the broker-dealer and the
NASD or SEC. Review the ingtitution’s
progress in addressing any investment rec-
ommendations or deficiencies noted in the
examination results or other material.
Where any retail sales facilities of the insti-
tution are leased to an affiliated third party
that sells nondeposit investment products—
a assess whether the lease was negotiated
on an arm’'s-length basis and on terms
comparable to similar lease agreements
in the local market and
b. review any intercompany relationships
for compliance with sections 23A and
23B of the Federal Reserve Act.

Settings and Circumstances

24.

Determine whether the sale of nondeposit
investment products is conducted in a
physical location distinct from deposit-
taking activities of the bank. In so doing—
a verify that nondeposit investment prod-
ucts are not sold from teller windows;

b. determine if signs or other means are
used to distinguish the nondeposit
investment products sales area from the
retail deposit-taking area of the
institution; and

. determine whether space limitations pre-
clude having a separate investment-
products sales area. If so, note how the
institution clearly distinguishes nonde-
posit investment products from insured
bank products or obligations.

Qualifications and Training

25.

Determine whether employees of a

depository ingtitution are providing invest-

ment advice, making investment recom-

mendations, or selling nondeposit invest-

ment products directly to retail customers.

If so, determine whether—

a. the depository institution has performed
background checks and

b. sales personnel have received training
that is the substantive equivalent to
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that provided to a securities registered
representative.

26. Review the training program provided to
employees of the depository institution who
are authorized to provide investment
advice, make investment recommendations,
or sell nondeposit investment products.
Assess whether the program addresses the
following subject matters:

a general overview of U.S financia
markets

b. detailed information concerning specific
product lines being offered for sale

c. generally accepted trading practices for
the products available for sale

d. general overview of federal securities
laws and regulations (antifraud and
disclosure)

e. banking regulations and guidelines appli-
cable to sales activities (such as anti-
tying prohibitions, the interagency state-
ment, supervisory letters on sales of
specific investment products, etc.)

f. policies and procedures specific to the
institution

g. appropriate sales practices, including
suitability of investment recommenda-
tions and disclosure obligations

h. appropriate use of customer lists and
confidential customer information

27. Determine whether the institution has any
continuing-education program or periodic
seminars on new products or compliance.

28. Determine whether supervisors of bank
sales personnel receive special training per-
taining to their supervisory responsibilities
that is the substantive equivalent of training
required for supervisors (General Securities
Principals) of registered representatives.

29. Review thetraining of bank employees who
are not authorized to sell nondeposit invest-
ment products but who make referrals, such
as tellers, customer service representatives,
and others. In so doing, determine whether
such employees have been provided train-
ing in appropriate referral practices, includ-
ing the limits on their activities.

Suitability and Sales Practices

The following procedures on suitability and
sales practices are applicable when conducting
an examination of a depository institution whose
employees offer investment advice, make
investment recommendations, or sell nondeposit
investment products. Examinations involving
registered broker-dealers should rely on the

NASD’s review of sales practices or its exami-
nation to assess the organization’s compliance
with suitability requirements.

30. Determine whether depository institution
personnel recommend nondeposit invest-
ment products to customers. If so, deter-
mine whether sales personnel obtain,
record, and update the following
information:

a age

b. tax status

c. current investments and overall financial
profile, including an estimate of net
worth*

d. investment objectives*

e. other personal information deemed
necessary to offer reasonable investment
advice*

31. Review a representative sample of cus-
tomer accounts that were opened at several
different branch locations. Assess whether
customer suitability information is obtained
and whether investments appear unsuitable
in light of such information.

32. Review customer complaintsinvolving suit-
ability of investment recommendations.
Determine whether the bank’s original rec-
ommendations appear unsuitablein the con-
text of the information available at the time
of sale. Note how suitability complaints are
resolved.

Compensation

33. If employees of the depository institution
provide investment advice, make invest-
ment recommendations, or sell nondeposit
investment products, determine whether—
a any incentive compensation plan avail-
able to nondeposit investment product
sales personnel strongly favors propri-
etary or other specific products; if so,
determine how the institution ensures
that customers are not placed into unsuit-
able investments, and

b. compliance and audit personnel are
excluded from incentive compensation
programs directly related to the results of
nondeposit investment product sales.

*Not necessary when money market mutua funds are
being recommended.

December 2000
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34.

35.

Determine whether fees paid to bank
employees for referrals to depository insti-
tution sales personnel or third-party sales
staff are based on a one-time, nominal fee
of afixed dollar amount and are not depen-
dent on a successful sale.

Determine if the bank’s compensation poli-
cies address remuneration of bank employ-
ees by third parties and if these policies are
incorporated into the bank’s code of con-
duct. In so doing, determine whether the
bank’ s policies were approved by the board
of directors and are consistent with the pro-
scriptions of the Bank Bribery Act and the
interagency guidelines adopted thereunder.

Compliance and Audit

36.

37.

38.

Review and assess the depository institu-

tion’s compliance program for nondeposit

investment product sales activities. In so

doing, consider the following:

a. freguency and scope

b. workpapers

c. degree of independence from the sales
program

d. follow-up on materia findings

e. centralization of findings from all com-
pliance areas

f. role of the board of directorsin review-
ing findings

Review the criteria used to evaluate bank

sales personnel for compliance with the

institution's policies and procedures, spe-

cifically those policies relating to disclosure

and suitability.

Determine whether compliance personnel

approve or review new accounts, periodi-

caly review transactions in accounts, and
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39.

40.

41.

42.

43.

44,

review sales and referral activities of bank
personnel.
Review the customer complaint process and
the associated complaint log to determine if
complaints are addressed on atimely basis.
Review progress in addressing identified
compliance problems.
Evaluate the experience, training, and quali-
fications of compliance personnel.
Review the scope of audits and determine
if the following areas were adequately
addressed:
a. disclosure and advertising
b. physical separation of nondeposit
investment product sales activities
. compliance
. sales practices and suitability
. product selection and devel opment
use of confidential customer information
by bank and third-party sales personnel
. third-party compliance with its agree-
ment with the institution
h. personnel training and background
checks
i. operations (clearing, cash receipts and
disbursements, accounting, redemptions,
etc.), if applicable
Obtain all internal and external audit reports
regarding the institution’s nondeposit
investment product activities performed
over the past year (including management’s
responses). Review for exceptions, recom-
mendations, and follow-up actions. Ascer-
tain if significant exceptions were presented
to theingtitution’ s audit committee or board
of directorsfor their review.
For external audits, obtain a copy of the
engagement letter and comment on the
adequacy of the firm's audit review.
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Supervision of Subsidiaries (Sharing of Facilities and Staff
by Banking Organizations) Section 2010.

A banking organization should be able to readilyother entities, particularly in shared facilities,
determine for which entity within the bank hold-the staff's responsibilities should be clearly
ing company an individual is employed, anddefined and, when appropriate, disclosed o
members of a banking organization’s staff mustmade clear to customers and the public in ger
be able to identify which subsidiary of the hold-eral. This procedure clarifies for both the public
ing company employs them. The distinction isand the regulators for which entity officials or
important because complex banking organizeemployees are carrying out their duties anc
tions must take steps to ensure that their officialeesponsibilities. Also, this clarifies whether an
and employees have both the corporate arghtity is operating within the scope of its char-
legal authority to carry out their duties, andter, license, or other legal restrictions. Finally, &
because the organization's personnel shouldanking organization should establish and main
only be performing activities that are permittedtain appropriate internal controls designed ftc
by law to be carried out by the holding companyensure the separation of the functions of th

or its particular subsidiaries. legal entities, when required, as well as hav
an adequate audit program to monitor sucl
activities.

2010.8.1 IDENTIFICATION OF If officials and employees have responsibili-

FACILITIES AND STAFF ties for other offices or affiliates of the banking

organization, particularly those that share facili-
Generally, unless there are statutory restrictiortées, these responsibilities should be clearly
or the Federal Reserve or other regulators hawefined and, when appropriate, disclosed o
issued explicit written proscriptions, such asnade clear to customers and the public in ger
those concerning mutual fund sales on bankral. This procedure clarifies for which entity
premises, there is no fundamental legal prohibiemployees are carrying out their duties. Further
tion on the entities of a banking organizationmore, in establishing employee responsibilities
sharing or using unmarked contiguous facilitiesnanagement should ensure that they are withi
and, in some instances, sharing officials anthe scope of the entity’s license or charter.
employees. There are, however, concerns about
safety and soundness and conflicts of interest.
These may arise when a banking organizatiod010.8.2 EXAMINER GUIDANCE ON
does not take appropriate actions to define afSHARING FACILITIES AND STAFF
differentiate the functions and responsibilities of
each of its entities and staff. Examiners should continue to be fully aware of
Good corporate governance requires that #ne issues and potential problems involved ir
banking organization be able to readily identifythe sharing of staff and the sharing or use o
the authority and responsibilities of its officialsunmarked contiguous facilities by the different
and employees at each of its entities, especialgntities of a banking organization with varied
where the entities share facilities or use contiguactivities. At a minimum, examiners should
ous offices that are not clearly marked to indicheck to see that a banking organization main
cate the identity of the different entities. This istains clear records indicating the duties anc
necessary to ensure that— responsibilities of the officials and employees a
each of its entities. They should also take step
1. an official or employee who makes a com+to check whether, in situations when an officia
mitment to a counterparty on behalf of theor employee may perform duties for more thar
organization has both the corporate and legaine entity in a shared facility, the banking orga-
authority to do so, nization has adequate policies and controls i
2. the counterparty understands with whom it iplace to ensure that its staff have the corporat
dealing, and and legal capacity to commit the organization tc
3. each entity is in compliance with any legalits counterparties and that the duties are carrie
restrictions under which it operates. out in conformance with the statutory restric-
tions applicable to each of the entities. Se
To accomplish the goal of ready identifica-SR-95-34 (SUP).
tion, a banking organization should maintain
well-defined job descriptions for each category
of its staff at each entity. When officials andBHC Supervision Manual December 2000
employees of one entity have responsibilities for Page 1




Supervision of Subsidiaries
(Required Absences from Sensitive Positions)  Section 201

One of the many basic tenets of internal controhssessment should consider all employees, b
is that a banking organization (bank holdingshould focus more on those with authority to
company, state member bank, and foreign banlexecute transactions, signing authority ant
ing organization) needs to ensure that itaccess to the books and records of the bankir
employees in sensitive positions are absent fromrganization, as well as those employees wh
their duties for a minimum of two consecutivecan influence or cause such activities to occul
weeks. Such a requirement enhances the viablRarticular attention should be paid to area
ity of a sound internal control environmentengaged in trading and wire-transfer operations
because most frauds or embezzlements requiicluding personnel who may have reconcilia-
the continuous presence of the wrongdoer. tion or other back-office responsibilities.

In brief, this section contains a statement After producing a profile of high-risk areas
emphasizing the need for banking organizationand activities, it would be expected that a mini-
to conduct an assessment of significant risknum absence of two consecutive weeks pe
areas before developing a policy on requiregear be required of employees in sensitive pos|
absences from sensitive positions. After makingions. The prescribed period of absence shoulc
this assessment, the organization should requiteder all circumstances, be sufficient to allow
that employees in sensitive key positions, suchll pending transactions to clear and to provide
as trading and wire transfer, not be allowed tdor an independent monitoring of the trans-
transact or otherwise carry out, either physicallyactions that the absent employee is responsib
or through electronic access, their assignetbr initiating or processing. This practice could
duties for a minimum of two consecutive weekse implemented through a requirement tha
per year. The prescribed period of absencaffected employees take vacation or leave, th
should, under all circumstances, be sufficient tootation of assignments in lieu of required vaca
allow all pending transactions to clear. It shouldion, or a combination of both so the prescribec
also require that an individual's daily work belevel of absence is attained. Some banking orge
processed by another employee during thaizations, particularly smaller ones, might con-
employee’s absence. sider compensating controls such as continuot

rotation of assignments in lieu of required

absences to avoid placing an undue burden c
2010.9.1 STATEMENT ON REQUIRED the banking organization or its employees.
ABSENCES FROM SENSITIVE For the policy to be effective, individuals
POSITIONS having electronic access to systems and recort

from remote locations must be denied this
A comprehensive system of internal controls issccess during their absence. Similarly, indirec
essential for a financial institution to safeguardiccess can be controlled by not allowing other
its assets and capital, and to avoid undue reputte take and carry out instructions from the
tional and legal risk. Senior management isbsent employee. Of primary importance is th
responsible for establishing an appropriate sysequirement that an individual’s daily work be
tem of internal controls and monitoring compli-processed by another employee during his c
ance with that system. Although no single conher absence; this process is essential to bring
trol element should be relied on to prevent fraudhe forefront any unusual activity of the absen
and abuse, these acts are more easily perpetratployee.
when proper segregation and rotation of duties Exceptions to the required-absence polic)
do not exist. As a result, the Federal Reserve imay be necessary from time to time. However
reemphasizing the following prudent bankingmanagement should exercise the appropria
practices that should be incorporated into aiscretion and properly document any waivers
banking organization’s internal control proce-that are granted. Internal auditing should be
dures. These practices are designed to enhantede aware of individuals who receive waivers
the viability of a sound internal control environ-and the circumstances necessitating th
ment, as most internal frauds or embezzlemenesxceptions.
necessitate the constant presence of the offenderlf a banking organization’s internal control
to prevent the detection of illegal activities. procedures do not now include the above prac

When developing comprehensive internatices, they should be promptly amended. Aftel
control procedures, each banking organization
should first make a critical assessment of itBHC Supervision Manual December 1998
significant areas and sensitive positions. This Page 1
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the procedures have been enhanced, they sho@d Ascertain if employees assigned to sensitive

be disseminated to all employees, and the docu-
mentation regarding their receipt and acknowl-

edgment maintained. Additionally, adherence to

the procedures should be included in the appro-
priate audit schedules, and the auditors should
be cognizant of potential electronic access or
other circumventing opportunities.

The development and implementation of pro3.
cedures on required absences from sensitive
positions is just one element of an adequate
control environment. Each banking organization
should take all measures to establish appropriate
policies, limits, and verification procedures for
an effective overall risk-management system.

4,

2010.9.2 INSPECTION OBJECTIVES

1. To determine whether a critical assessmerit

has been performed of a banking organiza-

tion’s significant areas and sensitive posi-
tions.

. To ascertain that sound internal controls
exist, including policies and procedures that
provide assurances that employees in sensi-
tive positions are absent from their duties for
a minimum of two consecutive weeks per
year.

. To ascertain whether the banking organizeé.
tion has taken all measures to establish
appropriate policies, limits, and verification
procedures for an effective overall risk-
management system. 7.

. To establish that the appropriate audit sched-
ules and the audits include a review of mini-
mum absence policies and procedures,
including potential electronic access or other
circumventing actions by employees.

2010.9.3 INSPECTION PROCEDURES
1. Determine that a profile of high-risk areas

and activities is performed on a regular peri-
odic basis.

BHC Supervision Manual December 1998
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positions are required to be absent for a

minimum of two weeks per year while—

a. pending sensitive transactions are moni-

tored while they clear, and

b. daily work is monitored and processed by

another employee during the regularly
assigned employee’s absence.

Determine if required internal control proce-

dures for minimum absences (for example,

rotation of assignments, vacation or leave, or

a combination of both) are being used in

sensitive operations such as trading, trust,

wire transfer, reconciliation, or other sensi-
tive back-office responsibilities.

Ascertain if appropriate policies, limits, and

verification procedures have been established

and maintained for an effective overall risk-
managment system.

Determine whether

organization—

a. prohibits others from taking and carry-
ing out instructions from the absent
employees, and

. prevents remote electronic access to sys-
tems and records involving sensitive trans-
actions during the regularly assigned
employee’s required minimum two-week
absence.

Ascertain that the banking organization

documents waivers from the two-week mini-

mum absence policies and procedures
involving sensitive positions.

Determine that the appropriate audit sched-

ules and the audits include a review of such

procedures, including potential electronic
access or other circumventing actions by
employees.

the banking

2010.9



Supervision of Subsidiaries
(Internal Loan Review) Section 2010.11

Internal loan review is an activity which pro- age. The process should also tie problem loar
vides management with information about theor technical exceptions to the particular loar
quality of loans and effectiveness of a bankingfficer to allow senior management to evaluate
organization’s lending policies and proceduresindividual performance. Loans should be
The objectives of loan-review procedures are toeviewed shortly after origination to determine
identify, in a timely manner, existing or emerg-their initial quality, technical exceptions, and
ing credit-quality problems and to determinecompliance with written loan policies. Reason-
whether internal lending policies are beingable frequency guidelines should be set for nor
adhered to. mal reviews, with problem credits receiving spe-
The size and complexity of a bank holdingcial and more frequent analysis. An effective
company will dictate the need for and structurdoan-review procedure will incorporate an early
of internal loan review. One-bank holdingwarning system of “red flags,” such as over-
companies with no significant credit-extendingdrafts, adverse published reports, and deteriora
nonbank subsidiaries will normally establishing financial statements. Loan officers shoulc
internal loan-review procedures within the subalso be encouraged to inform the organization’
sidiary bank. In these cases, there is no need toternal loan-review unit of developing loan
evaluate the loan-review procedures during thproblems, and they should be discouraged fror
inspection. withholding problem loans or adverse informa-
For larger multibank companies or those witttion from the review process.
significant credit-extending nonbank subsidi- The loan-review process should be indepen
aries, internal loan review is usually centralizedlent of the loan-approval function, with written
at the parent company level. In some cases, fandings reported to a board or senior manage
centralized loan-review function could operatament committee that is not directly involved in
in the lead bank and cover all affiliates withinlending. Follow-up and monitoring of problem
the organization. However, since parent comeredits should be instituted. The loan officel
pany directors and senior management are ultshould be responsible for reporting on any cor
mately accountable for the organization’s asseective actions taken. The maintenance o
quality, an evaluation of the internal loan-reviewadequate internal controls within the lending
function should be conducted as part of therocess, in particular for loan review or credit
inspection process no matter where the operaudit, is critical for maintaining proper incen-
tions are technically located within the corpo-tives for banking organization staff to be rigor-
rate structure. Since a subsidiary bank’s primargus and disciplined in their credit-analysis anc
regulator will normally want to evaluate thelending decisions. A banking organization's
loan-review process as it relates to the respecredit analyses, loan terms and structures, crec
tive bank, a coordination of efforts would bedecisions, and internal rating assignments hay
appropriate. This should be handled on an alistorically been reviewed in detail by experi-
hoc basis, as deemed necessary by the holdiegiced and independent loan-review staff. Suc
company'’s examiner-in-charge, to avoid unnecloan reviews have provided both motivation for
essary duplication of efforts without com-better credit discipline within an institution
promising the independence of the appraisand greater comfort for examiners—and
process. management—that internal policies are bein
Internal loan-review procedures may takdollowed and that the banking organization con-
various forms, from senior officers’ review of tinues to adhere to sound lending practice.
junior-officer loans to the formation of an inde- For larger multibank organizations, loan-
pendent department staffed by loan-revieweview procedures are usually centralized an
analysts. An effective system will identify administered at the parent level, with loan-
deteriorations in credits, loans that do not comreview staff employed by the parent company
ply with written loan policies, and loans with In some cases, a centralized loan-review func
technical exceptions. tion may operate in the lead bank, covering al
The loan-review program should be delegatedther affiliates in the organization. The paren
to a qualified and adequate staff. The revieweompany directors and senior management a
should be systematic in scope and frequencwyltimately accountable for supervision of the
All related extensions of credit should be identi-entire organization’s asset quality. Therefore, i
fied and analyzed together. A minimum credit
size should be established that allows for aBHC Supervision Manual December 1999
efficient review while providing adequate cover- Page 1
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should be the System’s responsibility to evaluwill normally function within the subsidiary
ate top management'’s loan-review policies anank and be supervised by bank directors and
procedures as they relate to the subsidiariemyanagement.

both bank and nonbank, no matter where the

function is technically established within the

corporate structure. The holding compan
examiner-in-charge should attempt to coordi)?()]'o'lo‘l INSPECTION OBJECTIVES

nate efforts and cooperate with the respectivg . . .
o - : . Review the operations of the bank holdin
banks’ primary supervisors to avoid unneces- company to dF()etermine whether there is a?q

sary duplication, without compromising the internal loan-review proaram. If not. one
independence of the appraisal process. ) program. ’
. . . . should be implemented.

During faV(_)rabIe economic and flnanC|aI2_ Determine whether the loan-review program
markets, relatively low levels of problem loans is independent from the loan-approval
and credit losses may increase pressure within function
banking organizations to reduce the resources Determi.ne if the loan-review staff is suffi-
committed to loan-review functions. These " ciently qualified and whether its size is
reductions may include a reduction in staff, adequate
more Iim!ted portfoli_o_ coverage, and less thor, Determiné whether the scope and frequency
ough reviews of individual loans. Undoubtedly, of the loan-review procedure is adequate to
some useful efficiencies may be gained by

reducing loan-review resources, but some bank- ensure that problems are being identified.
ing organizations may reduce' the scope an%‘ Determine that flndlngs from the loan-review
depth of loan-review activities beyond levels process are being properly reported and
) receive adequate follow-up attention.
that are prudent over the longer horizon. If
reduced too far, the integrity of the lending
process and the discipline of identifying unreal-
istic assumptions and discerning problem 10an2010.10.2 INSPECTION PROCEDURES
in a timely fashion may deteriorate. This may be
especially true when a large proportion of lend4. Review the holding company’s operations to
ers may not have had direct lending experience determine what types of internal loan-review
during a credit cycle when there was an procedures are being performed and whether
economic and financial market downturn. See an internal loan-review program exists.
SR-99-23. 2. If no internal loan-review program exists,
If supervisors and examiners find that there determine whether the size, complexity, and
are weaknesses in the internal loan-review func- financial condition of the organization war-
tion and in activities or other internal control  rants implementation of a formal loan-review
and risk-management processes (for example, process.
staff turnover, failure to commit sufficient 3. Review the organizational structure of the
resources, inadequate adherence to establishedloan-review function to ensure its indepen-
internal controls, or inadequate training), such dence from the loan-approval processes.
findings should be discussed with the seniof. Review the reporting process for internal
management of the parent bank holding com- loan-review findings to determine whether a
pany or other management at a corporate-wide director committee or independent senior
level and, if determined to be a major concern, management committee is being appropri-
presented as comments on the “Examiner's ately advised of the findings. Determine
Comments and Matters Requiring Special Board whether adequate follow-up procedures are
Attention” core page. Findings that could ad- in place.
versely affect affiliated insured depository insti-5. Through loan reviews, transaction testing,
tutions should be conveyed to the primary fed- and discussions with loan-review manage-
eral or state supervisor of the insured institution. ment, evaluate the quality, effectiveness and
Those findings should also be considered when adequacy of the internal loan-review staff
assigning supervisory ratings. and internal controls in relation to the organi-
Shell one-bank holding companies will not  zation’s size and complexity.
have or need a loan-review program emanatin@ Review the operation of the loan-review pro-

from the parent company level. Loan review cess to identify the method for selecting
loans and the manner in which they are ana-

BHC Supervision Manual December 1999 lyzed and graded. Determine whether these
Page 2 procedures are adequate.
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7. Determine if loan-review activities or other ment and report those findings on the core
internal control and risk-management pro- page 1, “Examiner's Comments and Matters
cesses have been weakened by turnover of Requiring Special Board Attention.”
internal loan-review staff; a failure to com-8. Determine what type of “early warning”
mit sufficient resources; inadequate internal system is in place and whether it is adequate
controls; inadequate training; or the absenc®. Determine how the scope and frequency o
of other adequate systems, resources, or con- the review procedure is established anc
trols. If such significant findings are found, whether this provides adequate coverage.
discuss those concerns with senior manage-

BHC Supervision Manual December 1999
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Supervision of Subsidiaries (Private-Banking
Functions and Activities) Section 2010.1

The role of bank regulators in supervising In reviewing specific functional and product-
private-banking activities is (1) to evaluate maninspection procedures, all aspects of the private
agement’s ability to measure and control thdanking review should be coordinated with the
risks associated with such activities and (2) taest of the inspection to eliminate unnecessar
determine if the proper internal control and auditluplication of effort. Furthermore, this section
infrastructures are in place to support effectivdas introduced the review of trust activities anc
compliance with relevant laws and regulationsfiduciary services, critical components of mos
In this regard, the supervisors may determingrivate-banking operations, as part of the over
that certain risks have not been identified oall private-banking review. Although the prod-
adequately managed by the institution, a potenict nature of these activities differs from that of
tially unsafe and unsound banking practice.  other banking activities, such as lending anc

Private-banking functions may be performedieposit taking, the functional components of
in a specific department of a commercial bankprivate banking (supervision and organization
an Edge corporation or its foreign subsidiaries, sk management, operational controls and mar
nonbank subsidiary, or a branch or agency of agement information systems, audit, compli:
foreign banking organization or in other mul-ance, and financial condition/business profile
tiple areas of the institution. They may also beshould be reviewed across product lines. Se
the sole business of an institution. Regardless &R-97-19.
how an institution is organized or where it is
located, the results of the private-banking
review should be reflected in the entity’s overall2010.11.1 OVERVIEW OF PRIVATE
supervisory assessment. BANKING AND ASSOCIATED

This section provides examiners with guid-ACTIVITIES
ance for reviewing private-banking activities at
all types and sizes of institutions. It is intendedPrivate banking offers the personal and discret
to supplement, not replace, existing guidance odelivery of a wide variety of financial services
the inspection of any activities associated wittand products to the affluent market, primarily to
private-banking activities and to broaden thenhigh net worth individuals and their corporate
examiner’s review of general risk-managemeninterests. A private-banking operation typically
policies and practices governing private-bankingffers its customers an all-inclusive money-
activities. The overview of private banking management relationship, including investmen
includes a discussion of the general types gfortfolio management, financial-planning
customers and the various products and serviceslvice, offshore facilities, custodial services,
typically provided. The Functional Review sub-funds transfer, lending services, overdraft privi-
section describes the critical functions that categes, hold mail, letter-of-credit financing, and
constitute a private-banking operation and idenbill-paying services. As the affluent market
tifies certain safe and sound banking practicegrows, competition to serve it, both in the
These critical functions are Supervision andJnited States and globally, is becoming more
Organization, Risk Management, Fiduciaryintense. Consequently, new entrants in thi
Standards, Operational Controls, Managememiivate-banking marketplace include banks ani
Information Systems, Audit, and Compliancenonbank institutions. Private-banking products
Included in the risk-management portion is aervices, technologies, and distribution channel
description of the basic know-your-customerare still evolving. A range of private-banking
(KYC) principle that is the foundation for the products and services may be offered to custon
safe and sound operation of a private-bankingrs throughout an institution’s global network of
business. A self-explanatory Preparation foaffiliated entities—including branches, subsidi-
Inspection subsection assists in defining tharies, and representative offices—in many dif
scope of the inspection and provides a list oferent regions of the world, including offshore
core requests to be made in the first-day letter. secrecy jurisdictions.

Typically, private-banking customers are high

1. Throughout this section, the word “institution” will be N€t worth individuals (for example, institutional

used to include bank holding companies and their bank aniivestors). Institutions often differentiate

nonbank subsidiaries as well as other types of financial instidomestic from international private banking,
tutions and other entities that are supervised by the Federal

Reserve System. The term “board of directors” will be inter- .
changeable with “senior management” of all these entitesBHC Supervision Manual December 1998
including branches and agencies of foreign banks. Page 1
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and they may further segregate the internationaized activity. In addition, ongoing monitoring
function based on the geographic location obf account activity should be conducted to
their international client base. Internationaldetect activity that is inconsistent with the client
private-banking clients may be wealthy indi-profile (for example, frequent or sizeable unex-
viduals who live in politically unstable nations plained transfers flowing through the account).
and are seeking a safe haven for their capital. Finally, as clients develop a return-on-assets
Therefore, obtaining detailed background infor{ROA) outlook to enhance their returns, the use
mation and documentation about the internaef leveraging and arbitrage is becoming more
tional client may be more difficult than it is for evident in the private-banking business. Exam-
the domestic customer. Private-bankingners should be alert to the totality of the client
accounts may, for example, be opened in theelationship product by product, in light of
name of an individual, a commercial business, mcreasing client awareness and use of deri-
law firm, an investment advisor, a trust, a pervatives, emerging-market products, foreign
sonal investment company (PIC), or an offshorexchange, and margined accounts.

mutual fund.

Private-banking accounts are usually gener-
ated on a referral basis. Every client of a privatep910.11.1.1 Products and Services
banking operation is assigned a salesperson or
marketer, commonly known as a relationshi2010.11.1.1.1 Personal Investment
manager (RM), as the primary point of contactCompanies, Offshore Trusts, and Token
with the institution. The RM is generally Name Accounts
charged with understanding and anticipating the
needs of his or her wealthy clients, and therPrivate-banking services almost always involve
recommending services and products for thena high level of confidentiality regarding client-
The number of accounts an RM handles caaccount information. Consequently, it is not
vary, depending on the portfolio size or netunusual for private bankers to help their clients
worth of the particular accounts. RMs strive toachieve their financial planning, estate planning,
provide a high level of support, service, andand confidentiality goals through offshore vehi-
investment opportunities for their clients andcles such as PICs, trusts, or more exotic arrange-
tend to maintain strong, long-term client rela-ments, such as hedge-fund partnerships. While
tionships. Frequently, RMs take accounts withhese vehicles may be used for legitimate rea-
them to other private-banking institutions if theysons, without careful scrutiny, they may camou-
change employment. Historically, initial andflage illegal activities. Private bankers should be
ongoing due diligence of private-banking clientcommitted to using sound judgment and enforc-
is not always well documented in the institu-ing prudent banking practices, especially when
tion’s files because of RM turnover and confi-they are assisting clients in establishing offshore
dentiality concerns. vehicles or token name accounts.

Clients may choose to deleg